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PUBLISHERS' NOTE for the FOURTH EDITION 


The, book has again been thoroughly revised to , make it conform 
to the latest Three-year Degree Course . syllabuk . The author; 
hks spared no pains to -increase the usefulness of the book by 
incorporating in it all latest information and developments^ The 
book, we hope, will be eminently suitable for . Three-year De^ee. 
(Commerce) course students of the Universities of India as. also for 
those who will be going in for the examinatioh -Of the Indian 
Institute of Bankers and other such exammations. 

We regret, however, that this revised edition could - hot be 
brought out earlier. , 

Calcutta., ' , ■ ■ • 

September, 1962 . PUBLISHER 


PREFACE TO THE FIRST EDITION 


The writing of the book was undertaken in undivided India but 
had to be' completed in divided India. The major part of the 
book was ^vritten up before the partition of the country^ add 
certain conclusions reached at that time had to be reviewed and 
revised in the light of the subsequent developments arising from 
the division of the country. The partition has brought in its 
train sweeping changes in the political, social and economic outlook 
of the people and the basic structure of the country. The painful 
impact thereof is too well known to all to need any repetition, 
although those poignant memories still linger. As a student of 
banking, I have taken account of those changes as well and tried 
to make a realistic study of their repercussions in the sphere of 
banking as far as practicable. But I owe an apology to the 
readers if they find some links missing in certain conclusions 
arrived at before but later on revised, for reasons already stated. 

Being connected with banKng, I felt some years back an urge 
to rvrite a book on that subject, but it did not fructify until I 
became associated wth the City College, Commerce Department, 
as a Professor of Economics and Banking. Ideas, which were 
more or less in a nebulous form, had to be expressed in definite 
terms to the students and the book is the ultimate product thereof. 
This book aims at a mere exposition of the banking principles, 
laws and practice In India and abroad uithin a short compass, 
and is primarily intended for students going in for the degree 
course and the examiliab’on of the Indian Institute of Bankers and 
other such examinations. To suit the convenience of the students, 
the book has been divided into three parts, the first part dealing 
with the principles of banking and central banking in different 
counlrira, the second part with the Indian money market and 
banking and the third part vdth practical banking. I have spared 
no pains to make the book as much useful to students as possible 
<^0 that &ey may have, as beginners, sufficient materials for a 
proper understanding of banking principles and practical banking 
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operations.' -My efforts in thiis respect will be amply rewarded if 
it proves useful to those for whom it is intended. , 

must, acknowledge my ^atitude to Mr. A. K. Sen, M;A.,' 
M.Sc. (Econ.)VBar-at-La%v; Vice-Principal, City College, Commerce- 
Department, for many helpful suggestions to enhance the utility.] 
of the book and to. Prof: L. R. Das Gupta, City College, Commierce 
Departineht, - who helped me in more than one, way. . \ v 

• ' -I- am indebted to Mr. K. N. Dalai, Managing Director, Nath , 
Dank Ltd., Calcutta, for encouragement received from him in 
pursuit of my studies on the subject. I ain also gititeful to. 
.Mr. M. G. Nath, Manager,, Mr.- J. K. Nag, Accounfahtj' Mr. N. K.': 
Sinha, Foreign Exchange Department and Mr. R. N. Ghosh, 
Research and Statistics Department of the 'Nath. Biik '■ Ltd.* 
Calcutta, for man}?’ useful suggestions on practical banking. I -must 
also thank Mr. K. D. Roy, B.Com., R.A. of Lovelock, & Lewes, 
Calcutta, for providing me with materials for account-keeping; and- 
auditing of banks., I acknowledge my gratitude to .ilr,.'S.-Ghose,'; 
Managing Director, Calcutta Press Ltd.,' but for whose- hel^' the'' 
book would not have seen the light. • 

A. K. BASU- 


November, 1948. 



PREFACE TO THE THIRD EDITION 


The book has this time been thoroughly revised and enlarged. The 
recommendations of the Shroff Committee and of the All-India 
Rural Credit Survey, which is a monumental document, have been, 
summarised and the expanded activities of the Reserve Bank of 
India in different spheres described in detail. The role of the 
State Bank of India in the plaimed set-up has also been fully 
narrated. Part III of the book dealing with practical banking has 
been enlarged so that it may prove useful even to practical bankers. 
In short, I have spared no pains to increase the usefulness of the 
book by incorporating in it the recent information and develop- 
ment. After the book had gone to press, there were, however, 
several amendments to the Banking Companies Act, 1949, 
particularly of sections 10, 12, 16, 27, 35, 36, etc. The Bank rate 
has also been further raised to 4% ushering in an era of dear 
money policy. 

I am grateful to Shri A. R. Mukherjee, Managing Director, 
A. Mukherjee & Co. Private Ltd., Calcutta for bringing out the 
revised edition within the shortest possible time. As the revision 
work had to be completed quickly, it is likely that some mistakes 
may remain undetected in the book. 


Calcutta, 
27th June, 1957 


A. K. BASU 
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CHAPTER I 

EHNCTIONS AND SERVICES OF A- BANK 

Just as a tree is known bj? its fruits, so is a ba^ by, the functions 
it discharges. ■ Money is what it does. Similariy banlcihg may . be, 
defined by what it performs. A description of the functions and 
services of a bank indicates the general nature of a bank and the 
place it- occupies in a country’s economy. A general definitibn pf , a; 
^nk or. banking is by no means easy, as the concepts of banking 
differ from age to age, and country to country. . Further, - it is 
uot ppssible to make an exhaustive catalogue of its functions and 
services, as they are diverse^ varied,, ever expanding, and have 
Wide ramifications.' With the progress of , civilisation banking is: 
assuming wider functions; and -greater responsibilities. It cannot’ 
e. said with certainty what- should be ^ the last ditch for, banking, . 
as It is on. the march; As the functions of banking are wideriingi • 
1. ivill not be OTong to say that banks will. assume, in. course of 
ime, a complete control, of the, economic; life .of man. Without 
attempting to .catalogue exhaustively banking functions let us,, 
however, discuss some’ of the 'fundamental functions usually 

discharged by a bank; . , .■ ■ ’ ■ ' - ■ ■ " 

^ -■ It is held that a bank, borrows money, with one hand .arid 
ends with fhe pther. In an .analysis of this dual rdle .of banking 
, its true ■ nature. -A bank becomes, a .borrower in .the .-sense 
that it receives deposits repayable either bn , demand or after . the - 
expity, of a specified ■, period from • the ■ public, who then . become , 
its creditors.’ 'Deposits-on "Current ‘Accounts’.’. 'are withdrawable . 
on, demand either jn cash; or by. cheques. ; Deposits . ivhich are ,■ 
niade for three irionths, six.moriths, one year, toee years or, riiore' 
ind .are withdrawable , after'.- those specified • periods; arc called ; 
‘Fixed, Deposits’’ or .;"Tune , Liabilities’.’. Fixed. .Deposits .;;inay 
ilso be. made .for sborter.;periodS’ than three, irionths, .,which' are 
technically,- called ‘ 'Short' Deposits’’-. ,. .Deposits -are ' also received’ ; 
in - savings - bank accounts subject 'Itb, ', , certain restrictions tori ' ’the '' ' 
rmount -so ■ receivable and ’^withdriawable. . Usually ’ mj 'india' 
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deposits exceeding Rs. 10,000/- are not received in savings bank 
accounts except by a special arrangement \vith the bank and the 
sum so deposited is not withdrawable more than once a week. A 
sum exceeding Rs. 1,000/- ordinarily requires one week’s notice 
in advance before it can be withdrawn from the savings bank 
account. Thus a bank discharges the important function of 
pooling the scattered savings of the people and serves, so to say, 
as the reservoir of public savings. 

Next, a bank is to perform another important function — ^that 
of applying those accumulated public deposits to productive uses 
by way of loans, advances, overdrafts and cash-credits against 
approved securities. The soundness of the bank depends upon 
the safety and liquidity of such advances and a bank is to exer- 
cise much caution and judgment in the selection of investments 
and securities. Approved securities include, among other things, 
gold or silver bullion, Government securities, easily saleable 
stocks and shares and marketable goods. The banks facilitate 
trade and commerce by discounting bills of exchange covering- 
marketable commodities as well. As advances are the main 
sources of income of a bank, it has got to devote much attention 
to their proper selection. 

A bank is to render important services by providing an in- 
expensive medium of exchange like notes or cheques. Formerly 
pri-vatc banks had the authority to issue notes as convenient media 
of exchange but later on that authority was taken away by the 
Central Bank of a country, which usurped to itself the exclusive 
right of iasuing notes. In India, the Reserve Bank of India has 
been invested with the monopolistic right of note-issue and all 
banlcs, other than the Reserve Bank of India, have been prohibited 
from issuing any promissory note paj'able to bearer. But with 
the currency of cheques the bank has created a very convenient 
medium of exchange. 

In addition to these, tlie bank performs a variety of other 
functions in:e agency services, general utility services and 
m.scelianeous services. A catalogue of agency servdees is given 
below: 

fl) Collection and faymeni of promissory notes, cheques, 
bills, coupons, dividends, subscriptions, rents or other 
Periodical tceeipis and payments hkc insurance 
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premia: These are to be done as an agent of the 
constituents for which charges are levied by the bank. 

(II) Purchase ajtd Sale of Securities: As bankers are well 
aware of the market conditions, the clients usually 
instruct their respective banks to sell or purchase 
securities on their behalf by debiting their accounts at 
the best market rate. For such services the bank some- 
times makes little or no charge. 

(III) Remittances of funds on behalf of clients by drafts or 
nidil-iransfers or by telegraphic transfers. 

(IV) Acting as executors, trustees and attorneys: In this 
respect banks are better fitted to do this job than other 
agencies. Firstly, banks in normal circumstances and 
specially those of undisputed soundness and credit, 
promise continuous existence which cannot be guaran- 
teed by other persons or bodies. Secondly, they can 
be relied on for their integrity and the work may with 
safety be entrusted to them. Thirdly, banks employ 
experts on the staff, specialised in such technical work, 
who, by dint of their experience and business judgment, 
can capably manage the administration of such trust 
properties. Besides these, banks employ income-tax 
experts to prepare the income-tax returns of their 
clients and to help them to obtain refund of income- 
tax in appropriate cases. 

(V) Serving as correspondents, agents or representatives of 
their customers, other banks or financial corporations: 
As already pointed out in (IV) banks on behalf of their 
customers carry on correspondence with income-tax 
authorities. They obtain passports, travellers’ tickets, 
secure passages for their customers, receive on their 
behalf letters and redirect them to those for whom they 
are intended. 

Besides the agency services, a modem bank is to perform 
some general utility or miscellaneous services, of which the 
following are important. In such cases the banks do not act as 
agents of tlie customers. 

(I) Issuing of letters of credit, circular notes, bank-drafts, 
travellers' cheques, etc, ’’ 
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(II) Dealing in foreign exchange. 

(Ill) Vndertvriimg loans to be raised by the Government, 
public bodies and corporations: In India the parti- 
cipation of joint-stock banks in such underwriting- 
business is not so considerable as in Germany where 
the banks are participating increasingly in such 
business. 

(IV) Serving as referee to the financial standing, bushtess 
reputation and respectability of customers: Such a 
function is in the course of development in India. 
Such information is essential for gauging tlie credit- 
worthiness or otherwise of any business man and so 
should be collected with great care and passed on with 
the utmost secrecy. 

(V) Compiling siaiisltcs and business information regarding 
possibilities of trade, commerce and industry: Some 
banks publish their monthly bulletins containing valu- 
able statistics and data about financial matters, which 
are of immense help to the mercantile community. 

(VI) Receiving in safe custody of valuables and securities. 

In India the Banking Companies Act, 1949 enumerates speci- 
fically certain functions which are permissible for a banking com- 
pany to discharge and a bank is prohibited from engaging in any 
form of business other than those mentioned in Section 6(1) of 
the said Act. 

A 'banking company' in India has been defined as one which 
transacts the business of banking which means the accepting, for 
the purpose of lending or investment of deposits of money from 
the public, repayable on demand or otherwise, and withdraw'able 
by cheque, draft, order or otherwise. In addition to the business 
of banking a banking company may engage in any one or more 
of the following forms of business, namely: — 

{a) the borrowing, raising or taking up of money ; the lending 
or advancing of money either upon or without security ; 
the drawing, making, accepb’ng, discounting, bupng, 
selling, collecting and dealing in bills of exchange, 
hoondees, promissory notes, coupons, drafts, bills of 
lading, railway receipts, warrants, debentures, certificates, 
scrips and other instruments, and securities whether txans- 
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ferable or negotiable or not ; the granting and issuing of 
letters of credit, travellers’ clieques and circular notes ; 
the bu5dng, selling and dealing in bullion and specie ; 
the buying and selling of foreign exchange including 
foreign bank notes ; the acquiring, holding, issuing on 
commission, undenvriting and dealing in stock, funds, 
shares, debentures, debenture stock, bonds, obligations, 
securities and investments of all kinds ; the purchasing 
and selling of bonds, scrips or other forms of securities 
on behalf of constituents or others ; the negotiating of 
loans and advances ; the receiving of all kinds of bonds, 
scrips or valuables on deposit, or for safe custody or 
otherwise ; the collecting and transmitting of money 
and securities ; 

(6) acting as agents for any Government or local authority 
or any other person or persons ; the carrying on of agency 
business of any description including the clearing and 
forwarding of goods, giving of receipts and otherwise 
acting as an attorney on behalf of customers, but exclud- 
ing the business of a managing agent of a company. 

(c) contracting for public and private loans and negotiating 
and issuing the same ; 

(d) the effecting, insuring, guaranteeing, underwriting, parti- 
cipating in managing and carrying out of any issue, 
public or private, of State, Municipal or other loans or of 
shares, stock, debentures, or debenture stock of any 
company, corporation or association and the lending of 
money for the purpose of any such issue ; 

(e) carrying on and transacting every kind of guarantee and 
indemnity business ; 

(/) managing, selling and realising any property which may 
come into the possession of the company in satisfaction 
or part satisfaction of any of its claims ; 

is) acquiring and holding and generally dealing with any 
property or any right, title or interest in any such property 
which may form the security or part of the security for 
any loans or advance or which may be connected \vith 
any such security 7 

(h) undertaking and executing trusts ; 
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(j) undertaking the administration of estates as executot, 
trustee or otherwise ; 

(j) establishing and supporting or aiding in the establishment 
and support of associations, institutions, funds, trusts and 
conveniences calculated to benefit employees or ex- 
employees of the company or the dependants or connec- 
tions of such persons ; granting pensions and allowances 
and making pajunents towards insurance ; subscribing to 
or guaranteeing moneys for charitable or benevolent 
objects or for any exhibition or for any public, general, 
or useful object ; 

(fe) the acquisition, construction, maintenance and alteration . 
of any building or works necessary or convenient for the 
purposes of the company ; 

(Z) selling, impro\'ing, managing, developing, exchanging, 
leasing^ mortgaging, disposing of or turning into account 
or ’othenvise dealing -with all or any part of the property 
and rights of the compan3' ; 

(mi) acquiring and undertaking the whole or any part of the 
business of any person or company, or when such busi- 
ness is of a nature enumerated or described in this sub- 
section ; 

(n) doing all such other things as are incidental or conducive 
to the promotion or advancement of the business of the 
company ; 

(o) any other form of business which the Central Government 
may by notification in the Official Gazette specify as a 
form of business in which it is lawful for a banking 
company to engage. 

Classification of Banks 


It is difficult to classify banks, since banking functions, 
organisations and their nature differ from country to counby. A 
proper classification of banks is further complicated by this fact 
that a bank, specialised in a particular branch of functions, may 
assume, within limits of safety, a few more functions, which are 
beyond its legitimate sphere and should have fallen avithin the 
'♦’on of =ome other banks specialised in that line. In this 
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context a classification. If attempted at all, of banks is not likely 
to conform strictly to realities. Still such a classification will 
help us to understand the nature of function.s. which a bank is 
best suited for performing, together with the organi-^ation of bank- 
ing, and also to comprehend fully the implications of specialisation 
in the sphere of hanking just as in other spheres of economic 
activities. So it will be advisable to classify banlis wth reference 
to the functions they are specialised in discharging, and accord- 
ingly our classification will be what is called a functional classi- 
fication of banks. Banking in general may be classified as 
{a) commercial banking, (h) industrial banking, (c) agricultural 
banking, {d) savings bunking, and (c) central banking. 

Commercial hanks usually receive deposits for a short period 
and are, therefore, to lay ontv funds in such a manner that they 
can gel back those funds with some return, within that short period. 
Generally, commercial banks, by their verj* nature, cannot lend 
for a long term without undermining their licpiid position. 
Commercial banks are chiefiy concerned with the supply of sliort- 
tenn credit requirements of trade and commerce. 

Industrial hanks, as the name i.ignific», arc to meet the long- 
term credit needs of industries. These banks arc to provide credit 
in order to enable the industrial undert.akings to raise their block 
and working capital. Industries require capital for two purposes: 
(o) Capita] for block, i.c., finance for fixed and permanent assets 
like machines, tools, appliances, stnrcture.s, land etc. Capital 
invested in these fixed assets is of the nature of ‘'pennanent 
investment”. Leaving aside the requirements for block capital of 
the industries to be started, even the established industries require 
block capital for extensions and replacements, -ft) Working ixipilal 
of an industry is needed for "the purchase and working up of raw 
materials into financing outstandings in respect of goods supplied 
and for providing the necessary funds for meeting da}^-to-day 
requirements".^ Working capital is necessary for financing floating 
assets. The relative proportion between block and working capital 
varies according to the nature of industries and their size. As a 
rule block capital consumes the bulk of industrial finance. In 
India, it is estimated that 60% to 70% of the total capital require- 
ments of an average cement-factory are earmarked for the purchase 
of block capital like machinery and plant. In a paper-mill in India 
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more than 50% of the finance is required for fixed as«ets. In a 
jute mill the requirement for block capital is double that of the 
working capital requirement. Out of a total capital requirs'ment 
of a match factory for Its. 30 lacs, about Rs. 23 lacs were estimated 
by the Tariff Board of India to be required for block and Rs. 7 
lacs for meeting working capital. For starting a tcsi-gardcn of the 
minimum size, the initial capital requirement is estimated to tie 
Rs. 74 lacs. As there is a long inter\-al between the opening up 
of the tea-garden and the yield of tea, there is the necessity for 
a steady flow of fixed capital for purchiasing plant, machinciy', 
acquiring land and constnicting buildings. And the garden is to 
be worked up for a minimum period of 5 to 6 years before there 
is actual production. On the whole, such is the position with regard 
to most of the industrial enterprises.— As it is not safe for commer- 
cial banks to lock up funds for a long lime by financing the indus- 
trial concerns, some alternative institutions like industrial banks 
should have to be evolved to supply long-term finance to industries. 

In almost all the leading countries of the world there arc 
separate industrial banks to prornde industrial finance. Japan 
founded her industrial bank called the Industrial Bank of Japan 
as early as 1902, Finland her Industrial Mortgage Bank in 1924 
with a share capital of 50 million Finm'sh marks. So also w.as the 
National Hungarian Industrial Mortgage Institute established to 
grant amortisation loans to the industries of Hungaiy. For the 
same purpose, the National Economic Bank of Poland was formed 
to supply long-term credit to industries. 

^ Germany furnishes a classic example of the utilitv' of industrial 
banks in promoting the industrialisation of that countty. There 
those banks make current account advances to the industrial 
concerns to provide working capital as well as block capital for 
extensions in anticipation of recourse to the investment market. 
Besides these, those banks come forAvard to provide the initial 
capital of the newly started industries sometimes by underwriting 
their entire shares. With a view to minimising risks it is common 
for those banks to join together in what is called a Konsorlium and 
pledge themselves to accept a certain portion of the Fsuc. Thus 
the industrial banks actively participate in the promotion' of new 
„ mdnstnal companies. In Germany even the joint-stock banks are 
very much interested in providing industrial finance, which they 
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often do, by appointing one of their men as a Director on the Board 
of the industrial company, which they like to finance. These banks 
grant short-term as well as long-term credits but the short-term 
credits arc generally utilised for short-term purposes. Long-term 
credits for new or old established industrial undertakings are usually 
raised by issuing shares and debentures and selling them to the 
investing public. “It should never be forgotten,’’ says Dr, Gold- 
sclunidt, “that Germany ow'es the great industrial development of 
the ’sixties, the 'nineties and the first decade of this centurj' in a 
large measure to what one may describe as the entrepreneur spirit 
in banking.’’ 

In England, where Joint-stock banks always fight shy of 
industrial finance, an organisation named tlie Credit for Industry 
Limited was floated in 1934, with the Bank of England holding 
its shares as well as controlling interest therein vdth a view to 
providing block and working capital for small and medium-sized 
industries by way of loans varying from 2 years to 20 years. In 
addition to this, two such institutions, namety, the Finance Cor- 
poration for Industry (F.C.I.) and the Industrial and Commer- 
cial Finance Corporation (I.C.F.C.) were started to provide 
capital for big industries. The purpose of the F.C.I. is the 
provision of temporary or longer period finance for industrial 
business of that country with a view to tlieir quick rehabilitation 
and development in the national interest, thereby assisting in the 
maintenance and increase of employment. Like most true institu- 
tions it is feeling its way cautiously by adjusting itself to changed 
conditions. During the first year it could do little or no business 
with basic industries, which are expected to be its principal custo- 
niers. In fact, the business undertaken by the Corporation has 
largely been with medium-sized undertakings^ which required 
finance to embark on new processes. As usual with British insti- 
tutions the second one, t.c., I.C.F.C. worked conservatively on 
commercial principles and assessed carefully the profitability of 
enterprises that it imdertook to finance. It followed the principle 
not of carrying “lame ducks’’ but of helping “ducks that can 
swim’’. The I.C.F.C. caters mainly for the financial needs of 
small and medium-sized industrial and commercial businesses 
whose requirements fall within the limits of ^5,000 and ^^20,000. 
Its object is to supplement and not to replace existing finance. 
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The financial facilities extended by it take any of such forms as 
debentures and secured loans, redeemable preference shares, non- 
redeemable preference shares, participating preference shares and 
ordinary shares. 

The Industrial Development Bank of Canada was constituted 
under the Industrial Development Act in 1944 for the purpose 
of extending financial assistance to soimd industrial concerns 
which were unable to obtain finance from other sources on reason- 
able terms. The enterprises eligible under the Act for assistance 
are those which are engaged in the manufacturing, processing or 
refrigeration of any goods, the building of ships, the generating or 
distributing of electricity. Financial assistance is normally given 
on a medium or long-term basis. This bank is virtually owned 
by the Bank of Canada. 

In Australia the Royal Commission on Australian Monetary 
and Banking Systems recommended that with the assistance of the 
Commonwealth Bank, the Government should explore the possi- 
. bility of establishing a suitable machinery to meet the financial 
needs of small industrial concerns. Accordingly, the Industrial 
Finance Department was created wnthin the Commonwealth Bank 
of Australia. The accounts and transactions of this Department 
have been kept separate from those of the other Departments of 
the Commonwealth Bank. The following are the functions of the 
said Industrial Finance Department: 

(1) To provide finance for the establishment and development 
of industrial undertakings, particularly small under- 
takings. 

(2) To assist in the establishment and development of indus- 
trial undertakings. 

(3) To tender advice on the operations of industrial under- 
takings with a view to promoting the efficient conduct 
thereof. 

The Australian e.xperiment is an interesting innovation in the 
domain of industrial banking. 

In India the need for industrial banks caimot be over- 
emphasized. In our country, 'the Industrial Finance Corporation 
of India was started in 1948 with a capital of Rs. 5 crores 
subscribed by the Government, the Reserve Bank of India, and 
banks and insurance companies for the purpose of making medium 
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and long-term credits more readily available to industrial concerns 
in India when normal banking accommodation is inappropriate or 
recourse to capital issue methods impracticable. Several State 
Finance Corporations have also been promoted in the different States 
of India to provide capital to medium-sized and small industries. 

The various functions which are to bo discharged by indus- 
trial banks have been described brilliantly by the Macmillan Com- 
mittee as follows ; Acting as financial advisers to existing industrial 
concerns, advising in particular as to the provision of permanent 
capital, its amounts and types, securing the underwriting of and 
issuing of the Company’s securities to'the public and, if necessarju 
assisting previously in arranging for the provision of temporary 
finance in anticipation of an issue, assisting in financing long-term 
contract at home or new developments of an existing company, or 
founding companies for entirely new enterprises, acting as inter- 
mediaries and financial advisers in the case of mergers or in the 
case of negotiations with corresponding groups, and generally be 
free to carry out all types of 'financing business. But it should be 
remembered that tliese banks cannot solve industrial problems, 
which must be solved by the industry itself. 

Agricultural Banking 

The credit needs of agriculturists arc of three kinds: short- 
term, intermediate, and long-term. Short-term credit is required for 
the purchase of manure, seeds, expenses of transportation, weeding, 
hoeing, reaping, thrashing, pa5mient of land revenue or rent and 
for meeting current outgoings, and the marketing of produce. The 
agriculturists have to raise the yield from the land, for which better 
agricultural implements and cattle may have to be purchased. For 
this purpose intermediate credit is needed. Long-term credit is 
required for effecting-permanent improvements of the land, digging 
of channels to drain out water, consolidation of holdings, redemp- 
tion of low land, repayment of ancestral debts, acquisition of costly 
equipment. Short-term credit is of a seasonal xharacter, inter- 
mediate credit varies from one year to three years and long-term 
credit from three years or more. In view of certain peculiarities 
of agricultural finance it is not possible for commercial banks to 
provide this finance on a large scale. Firstly, in agriculture, the 
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unit of production being essentially a one-man concern, credit is to 
be limited to personal %vorth. Secondly, the operations of a fanner 
being complex and subject to exceptional risks from weather 
changes and diseases, agricultural finance is to contend with these 
risks. Thirdly, in agriculture the need for finance remains cons- 
tant, although production may be unprofitable. Fourthly, agricul- 
ture having little control over supply, it is exposed to price-fluctua- 
tions. Fifthly, land is the only security for long-term credit and 
it is the most unsuitable security from the standpoint of commer- 
cial banks, apart from the difiSculties involved in title, and restric- 
tions on the transfer of land. Lastly, in India farming being done 
by the scattered, unorganised and volatile body of small peasants, 
ordinary credit-machinery is unsuited to serve their needs, when 
credit is to be granted in small driblets to numerous borrowers. 

It is on account of the above reasons that agricultural finance 
requires a special treatment or a specialised organisation. In no 
part of the world have the problems of successfully constructing 
and working the machineiy' of rural finance and of linking up the 
agricultural industry and the money market been found to be 
easy. In India the problem is more difficult. But almost all the 
countries have evolved separate institutions, namely, agricultural 
credit, co-operative, and land-mortgage banks, to provide finance 
to tlie agriculturists. In Germany the Landschaften, both old and 
new, which raise funds by issuing debentures have, under the 
supervision of the Government, played a unique role by extending 
long-term loans to agriculturists, repayable by amortisation pay- 
ments within 53 years. In France the same job is done by the 
Credit Fonchier of France, which acts as the apex bank for the- 
mortgage banks of that country. Loans, short-term and long-term, 
arc granted there on the mortgage of land. Similarly, in the U.S.A. 
the Federal l^nd Banks have been established for that purpose. 
The Agricultural Mortgage Corporation in -England is another 
example of mortgage banking on the security of agricultural 
land. 

In western countries, especially in England, the joint-stock 
banks provide a large portion of agricultural finance through well- 
developed branch banking in the interior of the country. The 
Committee on Agricultural Credit in England (1923) report that 
out of the outstanding farmers* loans of lA%\ million, the "Big 
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Five” loaned out ^20 million for the purchase of agricultural land 
and l20 million for current trading. In Russia the commercial 
banhs participate to a great extent in suppl 3 dng short-term agricul- 
tural credit. In the U.S.A. also state and national banks combine 
together to lend for the seasonal operations of agriculture. But one 
thing is clear from these instances that mortgage banking has been 
kept distinct from deposit banking and run on separate lines and 
principles. 


Central Banking 

At the top of the banking institutions operating in a country 
stands its Central Bank which is to look after the condition and 
regulation, Avhere necessary, of the banking operations, the main- 
tenance of the financial stability of the country and the stabilisa- 
tion of its monetary value, both internal and external. As Kisch 
and Elkin observe: "The Central Bank of a country stands in 
a special relationship to the Government, seeing that by its dis- 
count policy and the subsequent reactions on credit, gold-reserves 
and note-issues, it controls the amount of purchasing power avail- 
able, and is thus responsible for safeguarding the currency standard 
established by the law.” Central banking is distinct from other 
types of banking, as it is concerned more with the promotion of 
the general monetary stability of a country than with the earning 
of profits for its shareholders. It does not compete with other 
banks for profit but acts as the bankers’ bank, and becomes the 
lender of last resort. Its functions will be discussed later on. 

Savings Banking 

Savings banking is a device for pooling the scattered savings 
j of the community into a common reservoir. Under such type of 
banking, deposits received are not withdrawable on demand beyond 
^ Certain limit. Any withdrawal be 3 'ond the prescribed limit 
requires a prior notice. The idea is to impose restrictions on the 
dissipation of such savings on the part of smaller depositors b}'' too 
frequent withdrawals. It is the experience with most of the small 
depositors tliat once they begin to draw upon their savings, they' 
Can hardly command any surplus income to replenish those savings 
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and the tendency of vwthdrawals continues unchecked. In order 
to arrest such a tendency and to conserve the savings, restrictions 
are imposed on the procedure of withdrawals by the savings hanks 
under Government control- Besides postal savings banks, other 
types of savings banks do exist as well. In Canada, Dominion 
Government Savings Banks, Provincial Government Savings Offices 
and Quebec Savings Banks are operating. In America Mutual 
Savings Banks, quasi-motual institutions of non-profit-making 
character function widely. 

But now-a-days there is little distinction betu’een savings hanks 
and commercial banks, as the latter are becoming increasingly 
interested in attracting savings deposits. In commercial banks also, 
savings deposits are hedged in with various restrictions as to their 
withdrawals. 

The first real Savings Bank was founded in Hamburg in 1765. 

It is difficult to define Savings Banks but the nature of their func- 
tions can be understood with reference to the folloiving; 

1. They may be classified according to the nature of their 
management as mutual, stock and co-operative banks. 
The first are managed by a self-perpetuating body of 
trustees who do not share the earnings, tiie second are 
managed by the Directors elected by the stock-holders, and 
the third are managed by officials elected by the members. 

2 . Postal and Municipal banks are public institutions ; 
mutual, stock and co-operative banks may fall in the cate- 
gory of private institutions. 

3. The Savings Bank in the Unit system has a separate exis- 
tence hut has no connecrion with any offier bank, as in the 
U.S.A. There is another type of such banks which is bat 
a part of the chain as in the postal sj'stem like the muni- 
cipal banks of Germany and the co-operative credit hanks 
of Europe. 

Mttfual or Trustees Savings Banks — The depositors themselves 
Are the owners of the above type of banks. They have no stock- 
holders and as such the working capital of a mutual bank is derived 
from deposits from the public. It is agreed that the running 
expenses of such a bank cannot be met out of the deposits and 
. . the way these expenses are met is by subscribing to an "Organisa- 
tion Fund" created by the Trustees. Besides this, the’ Trustees 
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are to build up a “Guarantee Fund" as well to protect the interests 
of the depositors, by contributions amongst themselves and addi- 
tions from earnings. The contributions of the Trustees may be 
repayable in due course out of the profits of the banks. This re- 
payment is, however, not compulsory but is merety a moral obliga- 
tion. The net profits of those banks are divided amongst the 
depositors in the form of interest. As these institutions lack profit- 
motive, they serve little commercial utility. The original Savings 
Banlcs, such as the Bank of Savings and the Bowery Savings Bank 
of New York, were of this t3^e. 

The investments of these institutions are to be selected with a 
close eye to their safety. Mortgage loans form the principal assets 
of these banks. They generally require 60 to 90 days’ previous 
notice for ivithdrawal of deposits. 

Under the general Law of 1875 the incorporation of such banks 
has been placed under the control of the Superintendent of Banks 
in New York State. There the trustees are to invest the funds in 
stocks issued or guaranteed by the U.S.A., stocks in any State that 
has not defaulted in payment of principal or interest for a period of 
ten years preceding the date of investment, and bonds of any Muni- 
cipality in New York State. In England the deposits of these banks 
are lent to the National Debt Commissioners who allow interest on 
all such suriis. These banks are primarily intended for pooling the 
savings of the poorer spctions of the people and so restrictions are 
placed on the maximum amount of deposits receivable so that the 
richer people may not take advantage of the increased rate of 
interest offered by such banks in comparison with other classes of 
banks. 

Stock Savings Banks . — These banks raise capital by issuing 
shares and pay dividends to both stock-holders and depositors un- 
like the Mutual Savings Banks which pay onty to the depositors 
The depositors are paid a stipulated rate of interest and the profits 
beyond this are distributed amongst the stock-holders as dividend. 
Unlike the Mutual Savings Banks, such Stock Savings Banks can- 
not "scale down” deposits to make up any loss. 

Guarantee Savings Banks. ^These are a cross between the 

mutual and stock banks. They receive ‘spedal deposits' in addi- 
tion to ordinary deposits. A stipulated rate of interest is paid to 
the general depositors and^any surplus beyond this is distributed as 



16 FUNDAMENTALS OF BANKING THEORY AND PRACTICE 

dividend amongst special depositors. These special deposits consti- 
tute a guarantee fund for the general depositors. 

Municipal Savings Banks — ^Municipal Savinp Banks are an 
outgroMih of the municipal activities designed to promote human 
welfare. These are highly developed in Germany. 

People’s banks perform the functions of co-operative banks 
which reconcile the three cardinal rules of maximum of responsibi- 
lity, minimum of risks, and maximum of publicity. 

Postal Savings Banks . — The Postal Savings Bank is not a bank 
in the true sense of the term. It is more or less a Department of 
the Government. In Great Britain the deposits, at whatever ofSce 
made, can be withdrawn from any other office which transacts 
savings bank business. In India, Post Office Savings Bank deposits 
have gradually increased from Rs. 106 crores in 1953-54 to Rs. 130 
crores in 1954-55 and to Es. 163 crores in 1955-56. To popularise 
such deposits, the Bombay General Post Office has introduced with 
effect from the 16th July, 1956 the S 3 ^tem of withdrawal by cheque 
from Post Office Savings accounts. This facility, which is being 
afforded for the first time since the establishment of the Post Office 
Savings Rank Account in 1882, will be restricted for the time being 
to the ordinary and personal account of literate single and joint 
depositors at the Bombay G. P. O. Cheque books will be issued to 
depositors W’ho possess a balance of Rs. 500 and whose accounts 
have been in existence for not less than six months. These cheques, 
which may be drawn by a depositor in favour of himself or other 
persons, can be presented for pa 3 nnent at the Post Office counter 
or through a bank. 



. CHAPTER -n, 

SOME EUNDAMENTAL PRINCIPLES OF. 

v 'com^ 

It will- be worth our while to discuss some fundamental principles 
of commercial banking as enunciatpd by Gilbert in . his .‘Histdrjt 
and 'Principles of .Banking’. A commercial bank should hot pro - 
•yi 4e block capital to its customem , which partakes of the nature of 
longterm advances! It should not accept securities like colliery, ., 
fn ills etc.,' which are not so quiSlv realisable. The prudent., 
banker, when asked to grant a loan, will always inquire, m the 
first place, for what period the advance is required, what is the 
prospect of repa}mient at the expiration of tire period. If he is not 
satisfied as to this, he must not let himself be tempted either; by' 
the value of the security or the rate of interest, offered J; his chief 
thought must be for the liquidity of advances. Further, a bah k 
m ust not concentrate advances in a few hands' only, but, instead,- 
diffuse its advances amo ngst m any customers, so ft at the possibility, 
of risk is minimised ther^y. S'banker should,, as far as. possible,, 
a yoid proposals for advances ag ai nst landed .properties, w hich in- 
volve many complications relating to title to properties, notification 
for the sale of properties and take much time for disposal. Or, in 
other words, mortgage loans against real estate should .be dis- 
couraged. A good banker is he who knows the distinction betwee n 
a jbill and a m ortgage. T he former is a self-liquidating document 
in die sense that the money may be reah'sed Ey disposing, of the - 
goods covered by the bill, if the drawee fails to retire the bill bn 
maturity, whereas the latter is full, of many complications.as-stated 
before. ■ ' . 

Successful banking depends - largely . oh - the management of : 
r eserves. Reserves' mus t be sufficient 'svithout b cin^excessive. , If 
insufficient, ffie bank is inviting.trpuble;. .Agmn.if the reserTCs:.are 
excessive,, that , means idle . mofiey yielding ho income to the bank. - 
.The bank manager must, therefore,' strike a^ balance 'behveen- 
cupidity and timidity so far, . as the regulation of 'reseryes tis - con- ; 

> ;• 2; ■ 
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cemed. There is no rigidity of principles about the maintenance 
of the bank’s reserves. But the traditional banking ratios, as 
determined by century-old experiences in banking, throw light 
upon the fundamentals governing the bank-reserves. These ratios 
indicate the manner in which the assets of the bank should be 
distributed into their component parts as against its total liabilities 
so as to attain an acceptable standard of liquidity, evolved through 
years of expenence in the sphere of banking. A successful banker 
is he who can make a useful application of those principles accord- 
ing as circumstances demand. 

A banker is to make the maximum use of his funds after due 
care is taken to safeguard the liquid position of the bapk. Accord- 
inglj', he will have to make up at the close of business each day 
a complete statement, which collates all the various positions and 
gives a clear and concise summary of the financial position of the 
bank at the commencement of the business the next day, as he 
is to receive and lend money under various items. The successful 
day-to-day eraployment ot funds is largely dependent on. the long- 
term view being taken of the business conditions. There are slack 
periods when there is a plethora of funds in the bank's vaults, in- 
capable of being profitably utilised. It should be the manager’s 
policy to arrange in advance for as much money as possible to be 
going out during such slack periods. Conversely, at periods when 
money is in great demand, the banker should see that money is 
coming in, whether by maturity of investments, thne-loans, bills 
etc. Similarly, in foreign exchange transactions a banker is so to 
lay out his funds that he may take advantage of tbe fluctuations 
in the monetary conditions prevailing in different foreign centres. 
If money-rates at a foreign centre are lower than the local money-< 
rates, it will be advantageous for a banker, from the point of view 
of interest, to draw on that centre and create an overdraft there. 

^^fllen there is an investible surplus -with a banker, for which 
there is no trade demand, it wdll be advisable for him to have re- 
course to Government securities comprising short-dated issues. 

Much depends upon the capacity of a hanker to quote suit- 
able business terms and conditions, which add to the earnings of 
a hank. A banker is to exerdsc proper judgment and tact in hand- 
ling the business propositions of constituents. He should try to 
be as helpful fo his constituents as possible, consistent -with the 
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safetj' of the bank’s interest. Bank-charges should always be sub- 
ject to a close scrutiny by a bank manager. To enable him to 
exercise proper control, tlie various classes of e.xpenditure should, 
when possible, be sub-divided into sections, such as salaries, rent, 
stationeiy, newspapers etc. It should be his concern to reduce 
expenses, chargeable to the bank’s account, as far as practicable, 
feasible and expedient. By maximising the earnings, minimising 
the c.xpenses of a bank and liquefying its position, a banker is to 
give proof of his abih'ty, judgment and imagination. 

Bank St.atement 


A balance sheet of a bank portrays its position during a parti- 
cular period, usually six months or one year, with specific reference 
to its liabilities and the distribution of its assets. There is no 
standardized balance sheet, ^ its form differs from country to 
country according to law, practice and custom prevailing there. 


Still some idea might be formed 
a balance sheet as given below : 

Liabilities 

Capital : 

Autliorised 
Subscribed 
Paid-up 
Reserve Fund 

Current deposit and other accounts 
Acceptances, endorsements on ac- 
count of customers. 


about the fundamental items of 


Assets 

Cash Balance 

Balances with other banks 
Money at call and short notice 
Bills discounted 
Investments 
Advances to customers 
Liabilities of customers for accep- 
tances, endorsements etc. 

Banlc premises. 


The liabilities of a bank represent the sources of its funds which 
are employed by a bank in tlie ordinary course of business. 

Capital — ^The authorised capital is the maximum amount that 
a banlc can issue under its Memorandum of Association. That 
limit cannot be exceeded Avithout the amendment of the Memoran- 
dum of Association in a shareholders’ general meeting. It may be 
that the Directors may not choose to issue capital up to the maxi- 
mum amount of authorised capital for various reasons. In that case 
if the authorised capital is Rs. 1 crore, the Directors may choose to 
issue capital to that extent or less than that, say, JRs. 80 lacs. That 
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is called ‘Issued Capital’, men the capital is issued, the public 
may subscribe to the capital in full or may subscribe Jess. If the 
people subscribe up to Rs. 50 lacs, that will be called the Subs* 
cribed Capital’, t.c., which the people are ready to take up. It 
is known to all that the entire subscribed capital may not have to 
be paid at once but in instalments. The amount which is then paid 
in cash is called the 'Paid-up Capital’. It represents the actual 
cash-value of the capital contributed by the public. Suppose that 
the subscribers have paid Rs. 25 lacs out of the subscribed capital 
of Rs. 50 lacs and the balance of Rs. 25 lacs is payable when further 
calls will be made. Rs. 25 lacs utU then represent the paid-up 
capital and the balance of Rs. 25 lacs the ‘Reserve Liability’ of the 
shareholders, to be paid when further calls will be made. The 
‘Reserve Liability’ is called by the bank in times of necessity or 
emergency. This liability is kept in reserve against any contin- 
gency or eventuality that might befall the bank in future. It 
represents an additional source of strength for a bank in times of 
distress. In India the authorised capital, subscribed capital and 
paid-up capital are to bear a feed ratio to each other. Thus under 
Section 12(f) of the Banking Companies Act, no banking company 
incorporated on or after the 15th Januarj’, 1937 shall carry on 
business in India imless it satisfies the condition that the subscribed 
capital of the company is not less than one-half of the authorised 
capital, and the paid-up capital is not less than one-half of the 
subscribed capital and that, if the capital is increased, it complies 
with the condition prescribed in this clause within such period not 
exceeding rivo years as the Reserve Bank may allow. And if any 
publication is to be made of the authorised capital, the subscribed 
capital as well as the paid-up capital should have to be publicised 
in an equally prominent place and tjrpes under Section 148 of the 
Companies Act, 1956. The idea is to prevent some unscrupulous 
persons from taking advantage of a situation, arising out of the 
publication of authorised capital only, which may reach astronomi- 
cal figures, but which is not properly understood by the public 
who might then be misled' by such big figures signifying nothing. 

Reserve Fnnd.— The Reserve Fund is the accumulation of the 
-undistributed profits of the bank, which are kept earmarked for 
meeting any emergency. This fund is built out of the profits from 
year to year. If, for some unforeseen reasons, the bank is to incur 
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some losses, they are made up by drawings upon, the Reserve 
Fund. Naturally this fund should be invested in easily realisable 
securities, upon which the bank may draw in times of necessity. 
The need for building up a Strong Reserve Fund cannot be over- 
emphasized. It is for this reason that Section 17 of the Banking 
Companies Act makes it a, statutory duty on the part of a bank 
to set apart 20% of the net profits for the Reserve Fund before 
declaration of any dividend until the amount of the said fund 
becomes equal to the paid-up capital. 

Besides this 'Reserve Fund’, many banks provide out of profits 
‘Secret Reserves’, 'Dividend Equalisation Fund’, 'Reserves for bad 
or doubtful debts’ etc., which serve practically the purpose of a 
Reserve Fund. These reserves are built out of the appreciation 
in the value of the bank’s securities or in the value of bank's 
premises etc., which, it is held, are fortuitous profits. It is, there- 
fore, desirable that these fortuitous profits should, instead 6f being 
frittered away by the declaration of higher dividend. Be utilised for 
strengthening the reserves of the bank as provision against lean 
years. 

Current Deposits and other Accounts — Current deposits are 
those which are withdrawable on demand by cheques : they are 
called ‘Demand Deposits’ in America. In otlier countries interest 
is not allowed usually on current deposits, but in our country 
interest at a nominal rate, say, is still given as an inducement 
to depositors. Time is fast approaching when interest on current 
deposits toII cease to exist. Deposits received for a fixed period or 
certain agreed period of notice are called 'Fixed Deposits’. These 
fixed deposits are termed as ‘Time Deposits’ in America. Fixed 
deposits always earn interest. Besides these, deposits are also 
received in savings bank accounts, which are withdrawable once 
or twice a week up to a certain limit. If any withdrawal exceeding 
that limit is to be made, one week’s notice is usually required. 

The item ‘(^ther Accounts’ includes credit balances in the 
bank’s ledgers, such as balances standing to the credit of unclaim- 
ed dividend or unclaimed interest accounts. 

Liabilities for Acceptances. Endorsements on Accounts of 
Customers . — ^These liabilities devolve on a bank on account of the 
bills of exchange being accepted or endorsed by the bank on behalf 
of its customers. These also include the bank’s contingent liabili- 
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ties in respect of confirmed letters of credit, guarantees, nnfinislied 
contracts, forward exchange contracts or such other engagements 
undertaken by the bank on behalf of its customers. All these 
obligations are considered contingent, as the liabilities will fell on' 
the bank only when the customers fail to honour these obligations. 
These items appear also on the ‘Assets’ side, since the customers are 
liable to recompense the bank for the fulfilment of such engage- 
ments by the latter on their behalf. 

Assets of a Bank.—The side of assets represents more faith- 
fully the \'aried nature of the bank's functions. It shows how the 
funds of the bank are in general being employed. It is upon the 
judicious selection of assets that successful banking depends. It 
is to be remembered that a bank ordinarily functions to earn profits 
for its shareholders. The profits depend upon the jneld of the 
assets. ‘Liquidih’’ describes the capacity of a bank to satisfy 
demand for cash in e.xchange for deposits. To satisfy depositors’ 
claims, a bank must be able to convert its assets into cash quickly 
and without loss. The most liquid form of assets is cash held by 
the bank in its own vault. The balance it holds with the Central 
Bank of a country is also as good as cash and the two are shown 
together. Kext to these, appear the balances with other banks. 
These constitute the first line of defence for a bank. 

‘Money at call or short notice' means loans which are recover- 
able at call or at the expiry of a short notice. In London it com- 
prises loans to the bill-brokers or discount-houses payable at call 
or seven days' notice, sufficiently backed by eligible collateral 
securities 13:c first class bills. Such a 'reservoir of short money’ 
adds strengtli to a bank and proves immensely useful to meet any 
e.vceptional demand on a bank. In New York call-loans arc 
usually granted to the stock exchange. But in India as there is no 
discount-market, loans to bill-brokers are not strictly called ‘cafi 
loans . So also loans to the slock exchange. In this category 
comti the loans granted in India from one bank to the otlier repay- 
able at call. Of course, such call-loans axe given to banks of 
unimpeachable credit and integrity. MTicnever any bank bas 
tnrplns reserves, such cab-loans do provide an outlet for earnings 
as it k well-known that cash is often called an ‘idle asset' which 
pcids no income. These loans constitute the banker’s second line 
of defence. 
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'Bills of Exchange’ are short-dated investments of a bank, 
generaliy of three months' duration. As such bills mature for pay- 
ment within a short time, these are readilj'^ selected by the bank as 
securities for advances. Money here has a quick turnover. More- 
over, if there exists a well-developed bill market, the bills can be 
discounted more freely and are Bms easily 'shiftable' from one 
hand to the other. In times of necessity, these bills are also 
rediscountable with the Central Bank of a countty. Bills of 
exchange, broadly speaking, include Treasury bills, international 
as well as inland trade bUls. In the U.S.A. official statistics make 
no distinction between loans and discounts. Discounts are shown 
under 'Loans and Advances'. 

‘Investments' arc made in Government securities, municipal 
bonds, industrial shares, debentures etc. They yield a fixed 
income and bring a steady profit to the bank. \\Tien the demand 
for bank loans falls off, the bank chooses to invest its funds in 
the above t 3 q)cs of securities and when it increases, it meets the 
demand by realising its investments, 

Advaticcs to Cmlotners. — Advances to customer represent the 
bank’s loans to its customers against approved securities. Such 
advances include secured as well as unsecured advances. These 
constitute tlic primary sources of income to a bank. According 
to Dr. Walter Leaf, tho.se advances form the ‘central portion of the 
activity of a bank'. From the standpoint of commercial banicing, 
advances should be made for a short period. Liquidity should be 
the primary consideration for a bank while making advances by 
way of loans, overdrafts or cash credits. A banker is to use the 
utmost caution in making advances and must have to temper 
liberality wth caution. 

Liabilities of Customers for Accepiattccs, Endorsements etc. 

• — For the discharge of these liabilities the bank is to be properly 
recomposed by its customers, on whose behalf these responsibilities 
have been undertaken. These are contra entries to tlie similar 
items on the liabilities. So they cancel each other. 

Bank Premises. — ^These are the fixed assets of a bank, which 
we may call the least liquid item. In order to arrive at a ptoper 
valuation of these assets, depreciation is allowed periodically. 

At the end is appended a specimen form of the balance sheet 
prescribed under Section 29 of the Banking Companies Act, 1949. 
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Banking Ratios 

Banldng is an evolutionary concept. So is banking practice. 

It will not be wrong to say that banking practice preceded, in fact, 
banking theory and the principles of banking, which were dis- 
covered long before they received theoretical recognition, were 
essentially derived from practical considerations gained in the 
conrse of day-to-day business. It is admitted that banking 
principles are d 3 mainic and the banker is to adapt his policy to 
suit the credit requirements of an ever-changing world, but it is 
equally true that he has to follow certain ratios while emplo 3 nng 
his funds with reference to the quantitative distribution of his assets 
so that the position of the bank is adequately safeguarded and the 
interests of the depositor properly served. Ratios in banking can 
be likened to the instrument panel on the dash-board of a motor 
car. They show whether lending is too fast for safety, or too slow 
to maintain progress, whether the money that oils the wheels of 
commerce is flowing as it should and whether the ammeter is show- 
ing a rate of charge or discharge. 

It does not necessarily follow that the maintenance of the 
accepted banking ratios is the sole guarantee for the safety of a 
bank. If the quality of the assets of a bank is of an unsound 
character, even the meticulous observance of the accepted banldng 
ratios cannot save a bank from a crash. Besides this, bank ratios, 
which arc suitable for one country, may not suit the other, as the 
conditions of the two may differ. Likewise ratios which will fit in 
well during a period of prosperity may fail during a period of 
depression. So the dj-namic economic forces at work at different 
times and in different countries should be taken into consideration 
in studying banking ratios. 

Usually three cardinal principles, viz., safety, liquidity' and 
profitability, guide the credit policy of a banker. From tlie point 
of view of the liquidity of a bank tlic most important ratio is the 
proportion of cash to depo'^its. English banks usually keep cash 
resourres of 10%, which is llie customary standard. In India 
which, unlike England, possesses neither a vrcll-devcloped cheque 
«y.sicm, nor large units of bankring, a higlior cash ratio will be 
dKirable. In our emmtry there are seasonal A'arialions in the cash- 
boldinu-v of banks. Tims/', holdings reach Ihcir maximum in the 


FUNDAJiIENTAL PRINCIPIJES OF COMMERCIAL BANICING 


25 


slack season culminating in August-Septembcr and attain the mini- 
mum level in the busy season about the months of Februaty-March. 
The average cash ratio, as maintained by the Indian scheduled 
banks during 1947, varied from 10.45% to 14,99% and that of 
banks submitting returns under the Banicing Companies Act during 
1949 from 10.9% to 14.3%. In 1952 and 1953, the average cash 
ratio of the Indian scheduled banks moved round 10%, rose to 
12% in 1954 and later declined to 10% in 1955. 

Next comes money at call and short notice. In England the 
'Big Five’ kept about 6% of their deposits under this item as on 
31st Dec., ’37. Indian banks, with the exception of a few, did 
not publish separately in their balance sheets the amount of money 
at call and short notice until 1950. But it is understandable tlial 
the figure will be comparatively low, as the call loan market is not 
well-developed in India and is restricted to a few important finan- 
cial centres only. As at the end of 1955, money at call and short 
notice amounted to Rs. 9.5 crores only. 

Bills constitute another form of liquid assets. These are self- 
liquidating documents with a definite maturity. English banks 
invest about 10% to 15% of their deposits in the purchase of bills. 
But in India a very low percentage is invested in this item. On 
an average, bills purchased constitute 6% of the total deposits of a 
bank. The absence of a bill market in India is keenly felt. 
Unless such a market is fostered, the bill habit in India will not 
be properly formed. 

English banks invest about 30% of their deposits in first class 
securities like British and Colonial Government Bonds. Although 
the consolidated ratio for Indian scheduled banks is nearly 50% 
under this head, still it cannot be denied that smaller banks have 
very low investments under this item. In this connection,' the 
follomng extract from a circular dated 1-9-38 issued by the Reserve 
Bank of India is worth quoting; 

"It is difi&cult in the variable conditions of India to state 
definitely what should be the minimum limit for holdings 
of securities but ordinarily in the absence of an open 
market for first class commercial bills it would not seem 
desirable for commercial banks to hold less than 30% of 
their time and demand liabilities in the form of either 
cash or approved securities of ready marketability and 
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an even greater margin would seem desirable unless their 
business is of a very liquid nature. 

Under Section 24 of the Banking Companies Act it has been 
stipulated that every banking company in India shall maintain in 
cash, gold, or unencumbered approved securities valued at a price 
not exceeding the cuaent market price, an amount which shall 
not at the close of business on any day be less than 20% of the 
total of its time and demand liabilities in India. 

Thus it \vil! be observed that cash, money at call and short 
notice, bills and investments, taken together, will vary from 50% 
to 60% of the deposit liabilities of the English i banks. The 
advances of the British banks bear a ratio varying from 40% to 
55% to deposits. In India although the average of advances for 
scheduled banlrs varied from 40% to 50% in 1949, the ratio varies 
very greatly from bank to bank. A characteristic feature of the 
balance sheets of the Indian scheduled bank is that they are 
required by law to show the secured, unsecured and doubtful 
advances, as well as the advances to Directors separately. It 
would be difScult to prescribe a ratio of unsecured to secured 
advances. But it is desirable that the percentage of unsecured 
advances should always be kept at the minimum level. 

In Great Britain the proportion of paid-up capital and reserves 
to deposits before the var stood at 10% but has now shrunlten to 
about 6% owing to a considerable increase in deposits. In India 
the paid-up capital and reserves of the Indian scheduled banks 
bore to deposits a proportion of 13.5% in 1935, 12.9% in 1936, 
12.9% in 1937 and 13% in 1939 while the ratio declined to 9% 
id 1949 and further to 8% and 9% in 1954 and 1955 respectively. 
It still further came down to 5% in 1959. Of late, there is a move 
on the part of Indian banks to raise fresh capital and to make 
Larger allocations towards reserves so that their paid-up capital and 
res£r\-es constitute at least 6% of their total deposits. 

Commercial and Central B.anking Legislation 
AND Control 

Almost all the countries, with the exception of a few, have 
^opted comprehensive legHation for the regulation of commercial 
sinking for the protection of the interests of the depositors and 
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shkrelioldets. Such a legislation, in common, attempts to define 
banking with reference to the specified operations to be discharged 
by banks, provides for the licensing of banking establishments, lays 
down the nature of powers of bank directors and managers, 
prescribes the legal minimum ratios of paid-up capital and reserves 
to total liabilities, the obligations to build up sufficient reserves, 
formulates certain regulations regarding the employment of the 
bank’s own funds against specified securities or assets, calls for 
certain returns from the banks showing their position and provides 
for the inspection and examination of the books and accounts of 
the commercial banks by instituting, if necessary, a suitable 
machinery of control. 

Directors ajid Management. — ^Certain countries through legisla- 
tion prohibit bank directors from participating in other occupa- 
tions as in Denmark. Any kind of loan to Directors is totally for- 
bidden in Belgium, Turkey, and Norway, limited as to amount 
in Chile and is made subject to the consent of the Board of Direc- 
tors in Denmark, of shareholders in Greece and of the Office of 
Control as in Germany and Italy. In India under section 10(1) (c) 
of the Banking Companies Act no banking company shall be 
managed by a person who is a director of any other company, not 
being a subsidiary company of the banking company, or who has 
a contract with the company for its management for a period 
exceeding five years at any time. In terms of Section 16 of the 
Act no banking company incorporated in India shall have as a 
director any person who is a director of any other banking com- 
pany. Again under section 20(1) no banking company shall make 
unsecured loans or advances to any of its directors or to firms or 
private companies in which any of its directors is interested as 
partner or mahaging agent or to any individuals, firms or private 
companies where any of the directors is a guarantor. 

' Capital and Reserve. — The legal minimum ratios of paid-up 
capital and reserves to total liabilities have been prescribed in the 


'ing countries: 


Ecuador 

50% 

Bolivia 

33% 

Chile 

25% 

Germany 

20% 
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Turkey 14 to 33% (according to funds) 

S^VEDEN 12 to 20% (according to funds) 

Denmark 10% 

Norway 10% 

Switzerland 5% 

The minimum proportion of net profits to be transferred to 
the Reserve Fund has been fixed in different countries as follows : 

India 20% 

Switzerland 5% 

Turkey 5% 

Norway 20% 

Liquidiiy of Bar.ks.—Tbe principles of liquidity have been 
laid down in three principal ways: 

(а) by defining the cash assets and fiLxing the minimum cash- 
ratio between such assets and the outside liabilities ; 

(б) by stipulating what kind of assets may or may not be 
acquired ; and 

(c) by regulating long-term credits and loans. 

The first two groups of provisions relate to primary (cash) and 
secondary (liquidity) reserves. Cash-reserves include till money 
and balances with the Central Bank. Liquidity reserves comprise 
easily realisable short-term papers and securities guaranteed by the 
state and public credit institutions. 

In some countries only cash ratios are enforced, which vary 
according to the amount of capital as in Denmark and the import- 
ance of the locality as in the U.S.A., and also acecording to tlie 
proportion of short-term to total liabilities as in Switzerland. The 
system of varying the cash-ratios by a central bank according to 
the condition of the money-market and as a complement to open- 
market operations is in force in the U.S.A., New Zealand, Sweden 
and Australia. In countries like Bulgaria, Denmark, Portugal and 
SvriUerland both cash and liquidity ratios have been established, 
while in Finland, Nonvay and Sweden a mixed type of ratios is 
in three. 

The maximum credits allowable to a single customer will be 
lh% of a bank’s own funds in the U.S.A., China, Turkey etc.. 
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whereas in countries like Italy, Greece, Bolivia, Norw'ay and 
Denmark the limit varies from 20% to 35%. 

Loans against the collateral security of a bank's own shares 
are forbidden in Canada, Chile, Finland, India etc. or made subject 
to the consent of the Office of Control as in Nora^ay. 

Regulations regarding real estate and mortgage business are 
generally restrictive. In many countries investment in real estate 
is forbidden. 

With the notable exceptions of India, New Zealand, the 
U.S.A. and South Africa, central banks in other countries are 
rarely invested with the power of supervision and control over 
banks, although they are well represented on the Controlling 
Body. 

In Australia the banking S 3 'stem has been brought vmder 
effective control by means of regulations under the National 
Security Act of 1939-40. Those regulations took effect from the 
26th November, 1941. The principal provisions of those regula- 
tions are given below : 

A person or Corporation (other than a bank in the Common- 
wealth or of any state) cannot carry on any banking 
business without authority in writing from the Governor- 
General, who can withdraw any authority, if he likes. 

Control of advances is sought to be achieved by requiring the 
trading banks to comply with the advance policy of the 
Commonwealth Bank of Australia. Accordingly, a 
Memorandum has been issued by tire Central Bank to 
the trading banks restricting credit to genuine trade 
requirements. 

Any trading bank is to obtain the prior consent of the Common- 
wealth Bank in order to purchase or subscribe to Govern- 
ment, semi-Govemment or municipal loans or securities 
listed on any stock exchange. A trading bank is further 
required to keep in a special account with the Common- 
wealth Bank, such parts of its surplus investible funds as 
desired by the Bank, in accordance with a plan of the 
Treasurer and cannot withdraw those deposits without the 
permission of the Commonwealth Bank. Those deposits 
earn a stipulated rate of interest as determined by the 
Treasurer. 
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The bank is subject to periodical inspection by the Auditor- 
General who is to submit the report of inspection regularly 
to the Treasurer and the Commonwealth Bank. 

As regards the control over central banks, three types may be 
distinguished; 

(i) Governments appoint all the members of the Board of 
Directors as in New Zealand, India and Germany. 

(«) In countries like Argentine, Denmark, France and Italy, 
Governments, besides providing for their own represen- 
tation in the management of the central banlrs, take 
increasing interest in the selection of such Board as will 
be representative of various interests. 

(iii) The independence of the Central Bank is kept unimpaired. 
Noticeable changes have been introduced by widening the 
pow'ers of central banks in respect of rediscounting facilities or 
advances against collateral security in three principal ways : {a) by 
making eligible for rediscount certain types of paper not possessing 
the traditional qualities of security and liquidity, (b) by autho- 
rising the central bariks to accept new types of securities as 
collateral security for advances, and (c) by empowering the central 
banks to make more or less direct industrial and commercial 
advances. 

The Bank of France was authorised by the Government in 
the }^ear 1936 to rediscount Treasury bills and Special bills drawn 
against grain harvests, and guaranteed paper secured by stocks 
of wine. 

Under “the Regulation of 1937 the Federal Reserve Board of 
the U.S.A., approved for discount finance paper, construction loan 
notes and consumer’s paper. The same regulation specified certain 
securities as eligible for investment by national banks, loans on 
certain stocks, mortgages, notes issued under the National Housing 
Act, debentures and bonds issued by Federal Home Loan Banks 
or under the authority of the Federal Farm Loan Act. The new 
regulation thus bars no paper from use as collateral for advances, 
but merely indicates a class of preferred paper w’hich covers all 
the principal fields of financing”. 

The extension of more or less direct industrial and commercial 
oans by the Central Bank has been authorised in three countries, 
vk., the U.S.A., Italy and New Zealand. In the U.S.A., the Act 
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Mixed Banking 

After the first World War tliere A\as a significant depaiiute 
from the traditional principles of commercial banhing and a drift 
towards mixed banking. The relaxation of the conservative codes 
of commercial banking practice was partly the result of the post- 
war depression and partly the result of changes in the general 
economic organisation. Commercial banks found it increasingly 
difficult to employ their swelling deposits in ordinary commerciM 
transactions and were forced to engage in business hitlierto consi- 
dered to be outside their legitimate sphere with the result that there 
was a marked shift in the trend of bank credits from shorter to 
longer term account and an increasing participation on the part 
of commercial banks in investment banking. Tliis tendency 
towards mixed banking is not without its advantages to industry as 
will be evident from the history of German banking. The combina- 
tion of banking functions yielded good results in Denmark and 
Switzerland. Mr. Whale observes that “the industrialist is in 
contact with the bank through his ordinary banking connection in 
the investment market. The bank knows his business intimately I 
it can help him with the capital he requires for its development 
either by undertaking an issue of shares and debentures immediately 
or by making an advance in mitigation of such an issue at a later 
date ; it can advise even as to the outlook in the investment market, 
and finally when an issue is made, its influence with the investing 
public goes far to ensure the successful placing of the securities’ • 
B the capital and reserves of a commercial bank are relatively large 
in proportion to its deposits, and if a considerable portion of the 
deposits constitutes time deposits, a portion of tliese funds may 
perhaps be employed in ffie long-term financing of industry. 
According to Dr. S. K. Basu, the risks involved in such form of 
financing may he considerably reduced by pursuing a cautions arid 
judicious policy of carefully selected investments and by working io 
syndicates. Among industrial securities higb-grade bonds having 
a wide and active market may he chosen and the machinery of 
valuation must be highly improved to guard against defeefive 
yaluatim when advances are made on the security of block of 
industrial concerns. 

The system of mixed banking is not free from defects. These 
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defects are exposed in times of depression when the value of invest- 
ments depreciates and the banks find a considerable portion of their 
assets frozen and unrealisable. This was what exactly happened 
in America, France, Japan etc., during the depression of the early 
’thirties. Often the policy of long-term investments is apt to be 
carried beyond the limits of safely. In France the Banque 
Nationale de Credit collapsed in 1932 owing to an excessive invest- 
ment in industry, while the difficulties of the Austrian Creditanstalt 
arose from its imprudent participation in industrial financing. The 
American banks too got inextricablj’’ involved in real estate loans 
and long-term bonds which proved absolutely unrealisable and had 
to close their doors in scores. 

The crisis created by an intermixture of banking functions 
produced a reaction in different countries against mixed banking 
and prompted legislators to bring about a segregation between com- 
mercial and investment banking. Under the American law, com- 
mercial banks are to divest themselves of all the interests in any 
investment affiliate and must eschew all issuing and underwriting 
activities. In Belgium all deposit banlcs were prohibited from 
taking up shares or participating in commercial or industrial enter- 
prise from the 1st January, 1936. In Sweden banks were restrain- 
ed under the Bank Act of 1933 from acquiring shares and lending 
on security except under certain specified conditions. In India 
too certain restrictions have been imposed on banks as regards 
acquiring controlling interests in non-banking companies. Accord- 
ing to section 19 of the Banking Companies Act, a banking com- 
pany shall not form any subsidiary company except a subsidiary 
company formed for one or more of the following purposes, namely, 
the undertaking and executing of trusts, 'the undertaking of the 
administration of estates as executor, trustee or otherwise, the pro- 
viding of safe deposit vaults or, with the previous permission in 
wiling of the Reserve Bank, such other purposes as are incidental 
to the business of banking. Save as provided above, no banking 
company shall hold shares in any company, whether as pledgee, 
mortgagee or absolute owner, of an amount exceeding 30% of the 
paid-up share capital of that company or 30% of its own paid-up 
share capital and reserves whichever is less. Further a banking 
company shall not, after the expiry of one year from the date' of 
the commencement of this Act, hold shares whether as pledgeci 
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r^orlgag(^e, or absolute owner, in any company in Ibe manage- 
mcni of which any managing director or manager of the banking 
company is in any manner concerned or interested. Under section 
9 of the Act, no banking company shall hold any immo%’able pro- 
perty howsoever acquired, e.vcept such as is required for its own 
use, for any period exceeding seven years from the acquisition 
thereof or from the commencement of this Act, whichever is later. 

After the Second World War even,- country is engaged in the 
task of rebuilding its economy for v.-hich huge funds are required. 
Even in the U.K, which is wedded to strict commercial banking 
principles, there is a growing awareness of the need for commercial 
banks to provide finance for the rehabilitation of its industries. In 
that context, a banldng expert of that country obsen’es as 
foilows: — “The scale under modem conditions on which finance is 
required to cover future planning has now reached the point where 
only the banks command the necessarj' resources. This fact is 
being increasingly recognised. In America, the banks now grant 
what arc called 'term credits’ and facilities of a similar character 
ate provided by many banks on the Continent. These arrange- 
tnents undoubtedly conflict with the principles on which the U.K. 
banks have been so finhly and successfully established and 1 would 
not pat foTV/ard any suggestion Cor a modification of those prind- 
pk*. if I thought it would in any way impair the strength, stability 
awl ficsiliility of our banking sy-stem. Nevertheless, by virtue of 
the xerv' strcnjpli which they have achieved and in xdew of tlie need 


to Cover the finance required for c.xpansion and development in 
iodustr,- vital jo our national economy, 1 believe they would be 
V rll E'ivi'id to consider the desirability of a limited departure from 
shdr cxhtifift practice. In broad terms, it is my considered opinion 
that tije Usuks ni'fhl svcil ex.irctnc the possibility of granting ft.xcd- 
trtrx! Hans for ibis purpose, srilh a maximum of five to ten years, 
to no sgrregstr amvnnt limited to some propartion of their total 
adt'-'sR.en SKcit loans should be strictl)' confined to objectis'cs 
d'-k-nv-d ir, lamifsl the nation :1 economy and comlHinncd that the 


i-quirid fmar>:e not tse <A>ta»r.ed through .any of the existing 
■ti.'.Ti"ess." In fwh’* bsm < orr- fhowing greater Icicrcsi in pto- 
tfir.i fwaii-e in llr? contest of planned devcloptRcnl and 
>~<'tArsy ihh nmus tb'd such finance dees not ecceted of 

Ih-H total re omers 
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bank-deposit, t.e., a claim against the bank. This virtually means 
an increase in the debts of the bank, and since the debts constitute 
money, the supply of money is increased by the loanable amount. 
At the same time the assets of the bank increase by the amount 
of the loan. The same thing happens when a bill is discounted by 
a bank and the proceeds are credited to the account of the client, 
which leads to an increase, by the discounted amount, of the bank- 
deposits, i.e., debts of the bank to the client. In this case the 
income of the bank represents the value of the bill minus the 
amount discounted. Another way of adding to its debts on the 
part of a bank is when the bank purchases securities by drawing 
a cheque on itself, i.e., giving a debt in exchange for the securities ^ 
which become part of its assets. 

Having regard to the capacity of the bank for the creation 
of money or purdiasing power. Hartley Withers holds that 'loans 
make deposits’ and that the initiative in the creation of credit lies 
with the bank. The borrowers are free to rvithdrarv their loanable 
funds, credited to their accounts by the bank, and transfer the same 
to some others. Those 'others' may have accounts with the same 
bank, in which case the funds so udthdrarvn are likely to be 
deposited with that bank or if they are customers of some other 
bank, they may choose to deposit the money so received with their 
owm bank. In any case, as long as a loan is due, a deposit to 
that amoimt will remain outstanding in some other bank or banks. 
According to Rt. Hon, Reginald Makenna, the dictum that ‘every 
, loan creates a deposit’ is technically correct but its implications are 
limited. The statement holds good with regard to loan but not 
to permitted, overdraft which does not itself create a new deposit 
(Vide Bankers’ llagazine. December, 1942 — ^What is banking?’). 

Dr. Walter Leaf in Ms book on 'Banking’ has raised a strong 
objection to the above theory. Dr. Cannan also joins hands with 
him in the same objection. According to them, it is wrong to say 
that the initiative in the creation of credit lies with the bank ; it 
will be more in accord with truth to say that the initiative, in the 
ultimate analysis, will lie with depositors whose money is loaned 
out by the bank. The}' further maintain that the bank is in a 
position to lend, simply because the depositors do not withdraw 
their money all at a time. Consequently, certain unwilhdrawn 
deposits remain which can be lent out by a bank. Hence there is 
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no essential distinction between a bank and a cloak--rooin. Suppose 
in an evening party some hundred invited guests assemble and it 
is known that the party will not break up before 9 p.m. The 
guests, one by one, deposit their cloaks with the cloak-room 
attendant. The attendant keeps with himself 15 cloaks and lends 
the remaining 85 cloaks, to be returned before 8-30 p.m., on this 
idea that some guests may leave earlier. In such a case can it 
be said that the attendant created 85 cloaks? 5o they observe 
that banks do not create credit at all. Besides this, Dr. Leaf points 
out from an analysis of the balance sheets of the 'Big Five’ that 
during the first months of 1926, though the advances of the banks 
had increased largely, their deposits actually decreased ; so it will 
be wrong, in his opinion, to say that loans make deposits. 

Let this controversy be considered with reference to an isolated 
commimity having no foreign trade. Further it is assumed tiaat 
there is only one bank in that countty, %vith which all the inhabi- 
tants keep their accounts, and that no cash circulates, as all trans- 
actions are settled by cheques there. Under these assumptions 
loans will create deposits in the manner pointed out before. But 
in real life such an isolated community is non-existent. In order 
to bring it in conformity with realities, let the above hypothetical 
assumptions be removed one by one. Be it, therefore, assumed 
that some cash is necessary to meet the obligations of the people 
in addition to the cheques used. Further, it is understood that 
instead of one bank operating, many banks are functioning and 
the people keep their accounts \vith different banks. In that case, 
every bank will be delivering cheques on the other and likewise 
be receiving cheques drawn on itself. In other words, it will be 
having cheques in its favour as well as against itself and it is un- 
likely that the two shall always balance. Every hank will, there- 
fore, have to keep certain cash reserves to honour cheques presented 
by the ofher banks. These cash reserves bear a certain proportion 
to the total deposits of the bank. When the cash reserves exceed 
that acceptable proportion to deposits, the bank is in a position to 
lend more freely ; when the reserves fall short of that fiked 
ratio, the banks will have to curtail loans. Thus, it is observed 
that the policy of loan is guided by the considerations of the 
aggregate reserves a bank should possess in relation to its total 
deposits. 
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The creation of credit on the part of a hank is subject to the 
foUovfing limitations; 

1. The necessity for keeping adequate cash reserves to meet 
its obligations. If loan is extended more freely, that vrill 
deplete the cash reserves of the bank and the bank cannot 
extend loans beyond the limits of safety, which are 
ordinarily determined by the adequacy of cash reserves. 

2. The total reserves of the banks as a whole determine what 
should be the limit to lending. And these total reserv'es 
depend on the policy of the Central Bank, which is capable 
of increasing or diminishing the cash reserves by appro- 
priate measures, like open-market operations and mani- 
pulation of the bank rate. 

3. A bank will agree to lend credit only when the securities 
offered are found acceptable. If approved securities are 
not available, the bank cannot create credit without 
inviting dangers. Naturally the availability of good 
borrowers as well as of good securities sets limits to the 
creation of credit on the part of a bank. Sayers observes 
lightly that “the banks put this newly created monej’’ into 
the hands, not of everybody at once, but of those indivi- 
duals who can offer to the bank the kind of asset w'hich 
the bank thinks attractive.'’ (Sayers: Modern Banking, 
p. 17). 

On the whole, the bank possesses the power to create credit 
subject to certain restrictions, which represent the safety-measures 
for the existence of a bank. 

Unit Banking vs. Branch Banking 

The distinction between unit banking and branch banking is 
too patent. The former is an example of carrjdng on banking 
business through a single office and the latter through more than 
one office. Unit banking is another name for localised banking 
and branch banking for de-localised banking. The United States 
of America still retains some of the original features of tmit bank- 
ing, i.e.. banking restricted to a single office, though supplemented 
by the •'correspondent bank system’, which, in a small measure, 
combines some of the advantages of branch banking. According 
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to the correspondent bank system, a country bank in the U.S.A. 
is able to open accounts with bigger banks operating in the cities 
like New York, Chicago, St. Louis, etc., transmits funds through 
them from one city to another and collects various instruments 
drawn on those bigger places. Thus some of the advantgiges of 
branch banking may be derived from the 'correspondent system' 
without the expenses involved in having a separate branch office. 
So, while comparing branch banking with unit banking, it is to be 
remembered that unit banks do not stand by themselves alone, 
but are linked with the correspondent bank system. England, 
Canada, South Africa, Australia are examples of branch banking, 
i.e., of banking institutions having large numbers of branches 
throughout the length and breadth of those countries. A com- 
parison between unit banking and branch banking is essentially a 
comparison between small-scale and large-scale operations. 

The disadvantages of unit banking are, generally speaking, the 
advantages of branch banking and vice versa. The advantages of 
branch banking may be considered from the following standpoints : 

1. Branch banking possesses the advantages and economies 
of large-scale operations, in w'hich the applicability of the 
division of labour or 'specialisation' looms large. General- 
ly speaking, banking institutions are capable of command- 
ing large resources because of their having branches in 
more than one place, and as such are in a better position 
than unit banks to apply effectively the principles of 
specialisation by emplo5dng better types of men on better 
salaries, engaging right men in right places, and distri- 
buting work in sucfi a manner that the abler employees are 
spared the time and energy of devoting whole time to the 
broader problems of bank management, such as the forg- 
ing of the banking policy, the selection of securities 
against which advances may be made with safetjr, devising 
ways and means for the improvement of the methods of 
organisation and account-keeping of the bank, proper dis- 
tribution of assets of the bank under various items, staff- 
management and recruitment and other kindred matters 
connected with the policy-making of the bank. Though 
it cannot be said with precision that branch banking holds 
the monopoly of the advantage of enforcing ‘division of 
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labour’ vis-a-vis urut banldng, still there is little room for 
doubt that the scope for the applicability of 'spedalisation’ 
in unit banking is comparatively limited. 

Branch banking offers the advantage of managing with 
lower cash reserves in each ofBce. The economy of 
reser\'es thus ensured by branch banking, is a vital con- 
sideration for a banker. That one branch can draw upon 
the other in order to replenish its reserves in times of 
necessity, shows that each office can do with lower cash- 
reserves in normal circiunstances. This advantage can 
be derived by a unit bank as well, when linked with the 
correspondent system, by drauing upon its deposits with 
the correspondent bank ; but such a procedure is likely 
to be unremunerative, as the deposits with the correspon- 
dent bank 3 neld little or no return. 

Branch banking has the advantage of effecting remittances 
of funds from one place to another at a lesser cost than 
unit banking. The element of cost is an important con- 
sideration for the public to choose between banks. People 
will be going to that bank which can offer services at a 
lesser cost. 


Risks can be spread geographically by the system of 
branch banking more effectively than by unit banking. 
BanlK operating through branches distribute their assets 
m different places like putting eggs in different boxes 
mstead of in a single box, and thus can diffuse and 
mmi^e the risk of loss or failure. In this respect unit 
banking suffers from a great ri^k in the sense that if owing 
o some Unforeseen reasons, the business in a particular 
locality IS adversely affected, the assets of a unit bank, 
localised m that place, may depreciate in value to such 
an extent that the bank may be faced with a serious crisis 
^ Its are aU concentrated in that affected locali^^ 
But a ba^ hax^g its other branches, may stand well such 

in other places, not 
banks wedd^. A proxided by the British 

’^ftainmg some characteristics of the 
-ystem of unit banking, during the depression of 1929. At 
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that time several thousands of American smaller hanks 
were swept off tlieir feet by the chronic depression persist- 
ing in certain sectors of American agriculture, as their 
assets were mostly localised in the afiected places, while 
the British banks, operating tlirough branches, could 
meet such a crisis, even though their branches were hard 
hit bj'^ heav}' losses in the Lancashire Cotton Industry, by^^ 
making profits in other prosperous areas or by the realisa- 
tion of assets lying in the unaffected parts of that country. 
In India also the same phenomenon was discernible during 
the communal disturbances in the East and West Punjab. 
Banks like the Central Bank of India, the Punjab National 
Bank, which have numerous branches spread all over 
India, could easily cushion the shock of the disturbances 
in the Punjab which shattered almost to pieces its eco- 
nomy, as they had enottnous assets diffused over other 
places beyond the borders of tlie Punjab. But banks like 
the Traders’ Bank, the New Bank of India etc., which 
had their assets concentrated in the disturbed places of the 
Punjab, were badly affected and had to be given succour 
by the Government of India by the declaration of a 
moratorium in their favour for the time being. 

Branch banking has the merit of mitigating the disparities 
in the rates of interest ruling in different localities, and 
of equalising those rates over ivider areas, by effecting 
movements of funds from one ofBce to another. The 
difficulty in the movements of funds is a potential cause 
of the differences in the rates of interest and if it can 
somehow be overcome by quickening their movements, the 
rate of interest •will tend to gravitate towards a uniform 
level. If it is possible to arrange for the movements of 
funds into a place where they are shy, from a place 
where they are abundant and easy-flowing, and if that 
arrangement can be kept going, the differences in the rates 
of interest between the two places will naturally shrink. 
In this manner the wider and quicker rvill be the move- 
ments of funds from one place to another through branch- 
banks, the more readily will the rate of interest fall to a 
uniform level and come to equality. 
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6. The free movemenfs of funds, Tyhach, are possible fhron^ 
branch banking, ■will, in the end, add to the profitability 
of banking operations, as the funds 15 'ing idle in one ofBce 
may be transferred to another office, "where they are in 
great demand, for the purpose of investments there on a 
better yield or return. This will reduce to a minimum the 
funds which lie idle and provide for them an outlet for 
better utilisation and return elsewhere. Thus branchy 
banking will ensure a quicker mobilisation of funds in 
times of emergency, as well as more profitable seasonal 
movements of funds from places where they are in surplus, 
to places where they are tight. 

7. Branch banking offers a wider scope for the sdection of 
diverse securities and varied investments. If it is once 
decided that investments should be made against secu- 
rities of one type or the^other, a bank having numerous 
branches can choose such investments and securities on 
better terms with greater convenience than an independent 
urut bank. Suppose that a decision is taken to make 
adr'ances against stocks and shares, it will be more con- 
venient to implement such a decision by advancing money 
through that office of a bank, which is nearest to a Stock 
Exchange where stocks and shares are dealt in. Such a 
step will help to maintain the safety and liquidity of the 
advances inasmuch as the securities may promptly be dis- 
posed of becarue of the neatness to the Stock Exchange. 
Besides this, a branch-bank can sprinkle its advances over 
sev'eral businesses which are independent of each other — 
a service which a unit-bank cannot render. 

S. Sometimes it is said that branch banking is tes expen- 
sive in the sense that a branch can be nm by a compara- 
tively small personnel and that 'a less pretentious building 
and e-xpensive equipment may he used in a branch 
tliOT in the case of an independent unit-bank’. It is 
debatable how far this view is true and it is difficult to 
make a generalisation on this point. This might be true 
m a very restricted sense but when establishment expenses 
of all the branches arc taken into consideration, it is hard 
to believe tliat this statement can stand analjsis. 
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9. Another argument in favour of branch banking is that by 
having branches in the different parts of a country, it is 
possible to have a deeper knowledge and a more intelligent 
grasp of its economic problems by virtue of one’s accessibi- 
lity to the otherwise uncharted realm of the habits, 
behaviour, customs and conditions of the people inhabiting 
those localities, and thus to form a more* complete picture 
of the condition of the country. Branch banking in a 
manner is capable of offering diversified services according 
to the needs of the different localities of the country and 
is in a position to serve the country better by bringing 
its intimate knowledge of the country to bear on its 
services. It thus helps to raise the standard of banking 
by sharpening their knowledge and judgment. 

10. Finally, it is argued that branch banking provides the best 
training ground for those people desirous of making bank- 
ing their career. In branches it is easier to understand 
the different processes of banking, which enable a .trainee 
to comprehend in the end their niceties and complexities. 
There much groundwork can be learnt and done and it is 
less ^fficult to trace the origin of banking work, and to 
follow its connected processes leading to final disposal. 

Disadvantages of Branch Banking which mean 
Advantages of Unit Banking 

T 

1. Just as, according to Adam Smith, "the division of labour 
is limited by the extent of the market’’, so is branch bank- 
ing (which ensures an increasing application of division of 
labour) by the market for its services, w'hich is not neces- 
sarily limited by national frontiers. Once the frontier is 
crossed, branch banking has to invite certain disadvan- 
tages, emerging from divergences in laws, business 
customs, conditions, monetary units etc., from country to 
country. This has reference to branch banking in foreign 
countries in particular. 

2. Branch banking presents the difficulty of efficient manage- 
- ment, supervision and control. It is really very difficult to 
exercise control, supervision and vigilance over too many 
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branches in an effective manner. And for lack o£ super- 
vision, control and inspection, a branch bank may go 
astray. So unwieldy branch banking is fraught rvith the 
dangers of raismanagement or incompetent managcmenL 

3. Branch banking is undeniably expensive. ith the open- 
ing of too many branches, establishment and maintenance 
charges -of the branches arc bound to mount high and as 
a result, profits may shrink. Besides this, as the branches 
become far-flung and widely scattered and the business 
increases in volume as a whole, tlic costs of co-ordination 
and centralised control over branches rise high. 

4. Each branch is a potential source of weakness, as a run 
on one branch may precipitate a general run on tlic wholcr 
institution. But as against this, it may be cogently 
argued that each branch is a potential source of strength 
in the sense that a run on one branch may be speedily 
met by mobilising ail the resources of the rest of the 
branches. 

5. Under the unit banking system, a failure of a bank 
removes once for all a weak spot. But under tlie branch 
banking system a weak branch may be permitted to con- 
tinue like a festering sore, which may gradually be eating 
into the vitals of a bank and may, without warning to the 
public, bring it slowly to the brink of virtual collapse. 
Thus branch banking acts as a smoke-screen for hiding 
the weaklings instead of exposing tlicm to the public eyes. 

6. Branch banking is often associated with the charge of red- 
tapism, and delay in the disposal of urgent matters, which 
are to remain pending till reference to the Head Office 
of that branch. Besides this, it may happen tliat funds 
may have to be transferred to hcad(|uarters at the latter’s 
direction even at the sacrifice of the local interests. Such 
an act not unoften gives a handle to such criticism that 
banks from outside come to take and not to give. 

7. Branch banking when kept within limits confers certain 
benefits but when it overshoots its mark and degenerates 
into indiscriminate branch opening, it brings in its wake 

' over-banking %vith its accompanjung evils of cut-throat 
competition, rate-cutting, offering of excessively high 



FDKDAMENTAL PRINCIPLES OF COMMERCIAL BANKING 


45 


rates for attracting deposits and propensities to risky 
1 investments. 

S. It is often argued in favour of unit banking that its 
manager has a better opportunity of having a direct 
personal knowledge of the local business men, their 
business integritj', credit, means and their business 
morality and as such is in an advantageous position to 
judge which particular business man may vith safety be 
accommodated. But even such knowledge does not 
always act as a check, as, according to Sayers, 'the indi- 
vidual banker may have been too unwilling to refuse a 
loan to the incompetent or dishonest scion of a family with 
which his father and grandfather had been on intimate 
social terms'. But, on the contrary, Sayers remarks that 
a branch bank manager is in a better position than a unit- 
manager in this respect, since he is to refer each proposal 
• for sanction to his Head Office and so ‘if there is occasion 
to refuse a loan, he can alwa}^ thrust the unpleasant ones 
to that remote abstraction Head Office without running so 
much danger of terminating his social contacts vith the 
clients’. 

On the whole, it will be observed that the arguments weigh in 
favour of branch banking and that branch banldng is the result 
of a normal and logical phase of banking development in a parti- 
onlar country. In the U.S.A., branch banking was restricted by 
national and state banking laws, presumably inspired by the tradi- 
tional fear of a 'Money Trust’ and banking there was sought to be 
anchored to the unit sj^tem, supplemented by the 'Correspondent 
Bank System’ of which we spoke before. But during the last few 
years there has been a notable change in the old unit system and a 
drift towards branch banking. The National City Bank of New 
York is permitted to open branches in foreign countries and the 
Tederal Reserve Banks have been allowed to start branches in their 
districts. The development there has taken the form of chain and 
group banking whereby a number of banking institutions located 
at different -places is brought under one unified control, sometimes 
through stockownership of those banks and sometimes through inter- 
locking of directorates and offices and in other cases by the 
acquisition of the majority of stocks of each bank through a holding 
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company and ‘thereby creating a system of banks more or less 
integrated in management with the Central Bank of each group . 

Branch Banking in Indla 


India being a sub-continent, it is imaginable how vast will be 
the banking requirements of this amazing country. Branch bank- 
ing so far evolved in India is too inadequate to touch the fringe 
of the problem and is yet to be developed in the right direction to 
meet the requirements of the teeming millions. It is estimated that 
in India there are only 2-5 banking offices per million of popula- 
tion — a sad contrast with other leading countries of the world. Of 
the 2,500 towns in India inhabited by only 6% of the total popula- 
tion, barely 400 of those towns have a bank or a branch of a bank. 
Those people living in the villages are virtually without any bank- 
ing facilities whatsoever. With reference to the number of branches 
and pay-offices of the scheduled banks in India, which increased 
from 720 to 1,138 in. 1938, Sir James Taylor, the then Governor of 
the Reserve Bank of India, observes that "branch banking is 
developing in India on an increasing scale, though it is obvious 
that much further progress in this direction ivill be necessary before 
India can have a network of joint-stock banks adequately covering 
the country." Since then there has been a further increase in the 
number of banking oflaces rising to 3,373 up to 31st March, 1947 
though complete statistics of the offices of the non-schedided banks 
are not available. Taking the scheduled and non-scheduled banks 
together the total number of their offices is estimated at 6,000 
compared with 1,800 at the end of 1939, representing an increase 
of 300 per cent. These figures do not include banks having capital 
and reserves below Rs. 1 lac or offices of money-lenders and indi- 
genous bankers. On the whole there is an enormous scope for the 
development of branch banking in India and in it lies the solution 
of meeting the banking needs of the people. But unfortunately, 
taking advantage of the inflationary monetary conditions during 
the last w'ar, manj'’ of the banks, specially non-scheduled banks, 
developed a pernicious tendency ‘towards too rapid an expansion 
of brmch banking, without careful preliminaiy' prospecting in each 
case in the light of existing facilities, the size of available business 
and the hkely changes therein and reasonable earnings’. The 
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development of branch banking that has so far taken place is, as it 
appears, lop-sided, because of an undue concentration of banks in 
large towns and cities, \\%ile the number of banking offices has 
shown a verj* rapid increase since 1939, the number of places 
' formerly not scr\>ed by banks to which banking service been 
e.vtcnded is comparatively ycry small. Of the new offices of 
sclieduled banks opened since 1939, only about 300 w-ere reported 
to have been opened at places which were not previously sensed by 
’any banic and there are still about 1.100 urban centr^ m India 
which do not boast of even a single banking office. 
and uneven spread of banking in the countT>- is revealed by tlie fact 
that there is only one banking office for every 70,000 of the popula- 
tion and that 2,396 offices were located in pS tw*ns having a 
population of 50.000 and above and 2,681 offices in 1,3/9 P ^ 
having a population of less than 50,000. It is nccessaty a 
instead of opening branches at centres where a equa e an " 
facilities already exist and thereby entering into unhealthy com- 
petition with the existing banking offices, banks, 
in a position to open new branches, should do so at cen '' 
require them and are without any banking facilities. e 
ment of India were greatly concerned with this aspect ^ 
ment of banking during the wat-period and they, the efote, 
enacted the Banking Companies (Restriction o ’ 

1946 (since repealed by the Banking Companies Act) ^ ^estoct tii 
opening and removal of branches by bankmg com^m , 
ratal gelling the prier eanetinn of the Kesen-c 
in ntilini. In India the rural ata should be brought raftin the 
ambit of organised banking, for which p^osc a en °tt 
devoted towards e.xtending banking faciliti^ to ose 
future the pay office system of Branch banking t^pnole 

ment in India because of its widening usefulncp to e 
and of its low expense-ratio. The small agncultunst. 
craftsman and the small local traders who are ^^era y , „ 
of the money-lenders require to be relieved.^ Their 
should be productively utilised. K fho indigenous 
't business in rural areas can be trained up once in i 

modem banking, it is recommended by some think 7 

"Should be entrusted with the functions of a^ng as e . , 

ches of the other joint-stock banks on the Gennan Kommandit 
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S3'stem in the Tural areas. The Rural Ranking Enquiry Coin- 
mittee went into the question of expanding hankhig facilities in 
rural areas and have rcconuncndcd. inter aha, that the Imperial 
Bank of India (now the State Bank of India) should extend its 
hranches to the taluka or tehsil towns where they do not exist at 
present and where the volume of Government business and business 
potentialities warrant such expansion and that the commercial 
banks and co-operati\’e banks should be arranged to open branches 
in taluka towns and smaller towns. 

Bank Amalgamations 

Although India has a few big banks, the ar'erage size of our 
banks, specially of non-schcdulcd banks, is still loo small to enable 
them to emplojf the right sort of personnel or to operate on 
accepted lines. Because of the smaller resources and limited pay- 
ing capacities, these banks cannot operate on the same lines as big 
banks in regard to their loans and advances Avitb the result that 
they have to undertake unsound and risky business, rejected by 
other banks of better standing. It is not meant thereby that there 
is no scope for small banks in our country. There are a feiv small 
banks rendering useful services in the countrj’sidc and it is in tlie 
general interest that these banks should be encouraged to continue 
their useful existence. But a bank by its verj' nature must have 
a minimum size and minimum resources to enable it to operate 
profitably both for itself and also from the point of view of the 
interest of the locality in Avhich it functions. For this purpose it 
wmdd be necessary that banks in India should amalgamate them- 
seK'es on a large scale in the same way as the banks in the United 
Kingdom were amalgamated at about the beginning of this century, 
nstead of haying too many weak banking institutions with meagre 
. r^urccs, it is always preferable to have a few such institutions, 
s ong and stable, Avifh sufficient resources and a network of 
branches spread all over the country. ' 

In England the joint-stock banks of London absorbed a large 
numter of pnvate bankers in the countryside in order to start 
branches there and those in toAvajs outside London, absorbed 
on on pnvate bankers with a view to opening offices in London. 
' the process of amalgamation proceeded at a breakmeck speed and 
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assumed aknning proportions in coui-sc of time. As a result of 
suclv araalganwtiou the ‘Big Five* of England came to the fore- 
front of banking. It was for a time feared that such an absorp- 
hon would concentrate the monopoly of banking and finance in 
the_ hands of a few banks, which might tlicn be prone to misuse 
their powers and influence. And accordingly a Committee was 
lonned in the year 1918 in England to report on the effects of 
such amalgamation on trade, industrj' and commerce and also to 
examine whether any legislation would be necessary to check such 
absorptions. The Committee reported at that time that amalgama- 
tions should be allowed only after the approval of the Treasury 
and the Board of Trade was obtained. Though no legislation w'as 
pa^d, a convention has since grown up under wliich banks desir- 
ing amalgamations do approach the Treasury for sanction of such 
schemes and refrain from doing so if the schemes arc disapproved 
y the Treasury. Tlic net results of such amalgamations have 
proved rather beneficial in the end, as has been amply demonstrated 
y the solid structure and organisation of the English banks, 
siially the desire for amalgamation is inspired by tlie economy 
^ ™^^Sntnent, the adequacy of banking resources that would be 
n lainablo, possibility of belter management with the services and 
^^perience of tire trained personnel already on the staff-list of the 
’§g^r absorbing bank, and other kindred advantages that would 
i^ually flow from large-scale operations. Besides -these, amalgama- 
, to establish uniformity of practice and may prove a ' 

source of strength during emergencies and periods of financial 
P®nl . Moreover, amalgamation smooths the way for taking 
concerted action in the banking sphere, should any occasion so 
as^ the number of banks to be dealt rvith is reduced thereby. 

0 easiness and speed with w'hich a concerted action could be 
3 en by the British Government during the second Avorld w’ar, by 
“^Siug tlie hanlcs under the increasing control of the Govern- 
ment to meet the war-time emergency, amply demonstrate the truth 
° statement. Though amalgamation might have some 

01 ental disadvantages, as are common to big combinations and 

concentration of financial pow’er and control in a 
hands, political corruption, speculation, over-trading and 
^oecing file public by virtue of their monopolistic position etc., still 
malgamation, if conducted on right lines and in an altruistic spirit, 

4 
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possesses sufficient potency to do more good than harm. Our 
country, which is a land of small banks, must have to resort to , 
amalgamation to build up a few strong banking umts and to 
stabilise the banking structure in general. This will make branch 
banking easy and accumulate sufficient credit to be lent out to 
trade, commerce and industry. Further, it will help to rationalise 
our methods of banking business, jierfect the banking techmque, 
reduce the uneveimess in the interest charges at different places, 
standardise commissions and fees over vast areas and provide a 
corrective to the haphazard and ill-balanced loaning methods of 
the existing small-scale banking institutions. In order to gmde the 
amalgamation movement in India on the right lines the Reserve 
Bank of India should hold the steering wheel. Under Section 44A 
of the Bariking Companies Act no bank amalgamation can take 
place in India without the sanction of the Reserve Bank of India. 
The Reserve Bank has made it clear that it does not sanction any 
scheme of amalgamation unless it is satisfied that it is not detri- 
mental to the interests of the depositors of any of the amalgama- 
ting units. Nor can the banking companies concerned enter into 
any such agreement unless the proposal is formally approved by 
two-thirds of the shareholders present at a special meeting con- 
vened for the purpose. In December 1950 a few scheduled banks 
in West Bengal finally amalgamated imder the name and style of 
the United Bank -of India Ltd. with the approval of the R^erve 
Bank. In 1951, there was a partial merger of the Bharat Bank 
Ltd. with the Bnnjab National Bank Ltd. and under that scheme 
the Punjab National Bank took over the entire liabilities in respect 
of deposits in the Indian Union of the Bharat Bank against the 
transfer of equivalent assets comprising cash. Government secu- 
rities, approved advances etc. The notable success of these trvo 
schemes, which averted a major banking crisis in West Bengal and 
.Northern India, does not necessarily indicate that the process of 
merger or amalgamation is the universal remedy for solving the 
financial difficulties of banks in trouble. Amalgamation of 
intrinsically sound banks into larger units would certainly con- 
tribute to the stability of the banking structure and it appears to be 
the policy of the Reserve Bank to encourage this development as 
far as possible. This process is, however, practicable only in the 
case of a sound bank or in the case of a bank the realisable assets. 
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of which cover its outside liabilities but which is likely to be in 
difficulties owing to fortuitous circumstances or to the fact that its 
, assets cannot be realised within a reasonable period. In the case 
. of such an institution, a bigger bank may be prepared to take over 
the assets and pay the depositors out of its own resources, if 
necessary. The transfer of the liabilities and certain assets of the 
Mercantile Bank: of Hyderabad Ltd. to the Hyderabad State Bank 
and of the Maharastra Apex Bank Ltd, and the Southern India 
Apex Bank Ltd. to the Canara Industrial and Banldng S5mdicate 
Ltd. are instances in point. No banking institution can, however, 
he persuaded to agree to take over the assets and liabilities of an 
unsound hank when the transaction is likely to result in a loss. 

It has been the objective of the Reserve Bank to bring about 
merger or amalgamation among banks on a voluntary basis. The 
provision for voluntary amalgamation (Section 44A of the Banking 
Companies Act) was, however, availed of only to a limited extent. 
Following the failure of two scheduled banks whose financial posi- 
tion was extremely vulnerable and a short-lived run on some other 
banks a few small banks began to manifest signs of weakness. It 
was, therefore, considered necessary that suitable provisions should 
be included in the Banking Companies Act, 1949 to deal with such 
a situation if it should recur. Section 45 of the Banking Companies 
Act which came into force with effect from the 19th September 
1960 empowers the Reserve Bank of India to apply to the Central 
Government for an order of moratorium in respect of a banking 
company where it appears to tlie Reserve Bank that there is good 
reason to do so. The Central Government may thereupon grant 
a moratorium to the banking company for a period not exceeding 
six months. It is also provided that if dining the period of 
moratorium the Reserve Bank is satisfied that 

(а) in the public interest ; or 

(б) in the interests of the depositors ; or 

(c) in order to secure the proper management of the banking 
company ; or 

{d) in the interests of the banking system of the country 
as a whole, , 

it is necessary to do so, the Reserve Bank may prepare a scheme 
for the reconstruction of the banking company or for the amalgama- 
tion of the banking company with any other institution. The new 
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section authorises the Reserve Bank to frame schemes of amalgama- 
tion or reconstruction without the formal approval of their members 
or creditors. The Reser\’e Bank is also empowered to effect 
a reduction of the interests or rights which the members, deposi- 
tors and other creditors have in or against the banking company 
to such extent as the Reserve Bank considers necessary in the 
public interest or in the interests of the members, depositors and 
other creditors or for the maintenance of the business of the bank- 
ing company. Several banks have thus been compulsorily 
amalgamated under the new provision of law. 



CHAPTER III 


CENTRAL BANKING 

It is BOW universally recognized that the Central Bank should 
possess the exclusive right of note-issue with a view to ^exercising 
unimpaired control over the money market. It is why that the 
other banks are deprived of the power of issuing notes. Th6 
argument for the Central Bank having the monopoly right of note- 
issue is inspired by the fact that it must control the banking 
system by being the ultimate source of cash. If other banks are 
allowed to issue notes, the Central Bank will be prevented from 
enforcing its control over other banks as the ultimate creator of 
cash. ^ The notes issued by the Central Bank represent cash, which 
constitutes the assets of the other banks. So by a variation of the 
note-issue, the Central Bank can, to a large extent, influence the 
assets side of the other banks. In a broader sense, note-issue is 
an important device for controlling the aggregate supply of money 
in a country. It is expanded or contracted according to the 
currency needs of a country in certain circumstanceSj subject to 
certain conditions. 

The Central Bank acts as a banker to the State. The Govern- 
ment receives and disburses enormous sums through taxation and 
expenditure policy, which, if left unregulated and unco-ordinated, 
will generate forces, inimical to the stability of the money market. 
Hence the financial operations of the Government, for the sake 
of the stability of the money market, are cannlised through the 
Central Bank, which undertakes to regulate the flow of receipts and 
outflow of payments according as the mone}* market permits. 
Thus the Central Bank acts as the custodian of Government funds. 
Besides this, the Central Bank is the financier of the Government 
in times of necessity. It is well-known that the revenue-receipts 
of the Government are unevenly distributed while its expenses are 
continuous. The Central Bank, may be approached for helping 
the Government in such a contingency by making 'ways and 
means’ advances. These advances are vdped out as soon as the 
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revenue-receipts axe deposited by the Government in its account 
with the Central Bank. Moreover, it is to assist the Government 
in loan floatations, and to advise it on the market conditions and 
other financial matters. The Government is to seek advice from 
the Central Bank, which, because of its intimate contact with the 
money market, is better able than others to advise as to whether 
the money market conditions are favourable for the absorption of 
the Government's contemplated new loans or for the conversion 
of the old loans at certain rates. The Central Bank, on behalf of 
the Government, manages the public debt, which is an important 
section of the Government's financial policy. Again when the 
Government is in need of short-term finances, the Central Bank 
assiste it in tiding over the temporary financial stringency by 
issuing Treasury Bills at the opportune moment. The Central 
Bank thus functioife as the custodian of Government funds, 
as well as the lender and financial adviser to the Govern- 
ment. 

The Central Bank operates further as a bankers’ bank and as 
a lender to them in the last resort. It is a bankers’ bank not only 
in the sense that it keeps the accounts of other banks, but also 
helps them, in times of emergency, by rediscounting their bills of 
exchange, promissory notes and other commercial paper or grant- 
ing advances against approved securities. But the latter obliga- 
tion IS discharged, only when the commercial banks have exhausted 
all other means of raising the required advances from other sources 
and arc left with no other alternative but to approach the Central 
Bank for help. This is what is meant by the phrase 'lender of 
last resort*. 

If the Central Bank is to properly discharge its obligation as 
a bankers bank, it must have to avoid entering into competition 
With other banks for business as well as for profits. Any com- 
petition with other banks is derogatory to the Central Bank's 
authority over them. By virtue of its position the Central Bank 
is to look after the interests of other banks ; anj' such act, on 
the part of the Central Bank, which hampers the business of these 
banks, in a cornpetitive spirit, will weaken the banking structure 
of a Country. ‘In the interest of smooth working of the system, 
tnerc should be an atmosphere in which mutual help is possible 
at any time." Having regard to this principle, the Bank of 
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that country usually keep 4J% of their deposits as cash-reserves 
with the Bank of England. But in the U.S.A., India, New 
Zealand, Canada and other countries cash reserves are to he kept 
\vith the Central Bank as a statutory obligation. The reasons for 
such compulsory statutory deposits are the following: Firstly, 
statutory cash reserves ;vith the Central Bank provide it with 
control over the credit policy of the other banks. Secondly, such 
deposits add to the resources of the Central Bank. Thirdly, the 
requirements of such compulsory deposits impress on the banks the 
necessity for keeping their position liquid and provide them 
with certain reserves, which they can draw upon in times of 
difficulty. 

The Central Bank has the supreme duty of controlling the 
volume of credit and keeping the credit structure stable. How 
this function is discharged by the Central Bank ^vill be discussed 
later. In addition to these, the Central Bank performs a useful 
function as a clearing house of other banks. In the preamble to 
the Reser\'e Bank of India Act the main functions of the Central 
Bank have been defined : ‘to regulate the issue of bank notes and 
the keeping of reserves \vith a view to secure monetary stability 
in India, and gnerally to operate the currency and credit system 
of the country to its advantage’. 

Central Bank’s Control over the Money Market 

If the financial stability of a country is sought to be main- 
tained, the Central Bank must have full powers to control the 
money market to the best advantage. To achieve this objective, 
both exchange stability and intemal price stability of the country 
are to be ensured by the formulation of a correct policy by the 
Central Bank. It has already been pointed out that banks can 
create credit subject to certain conditions. If the Central Bank 
can control the volume of credit, which is capable of being created 
by commercial banks, it can help a great deal in the establishment 
of intemal stability. In its ultimate analysis, as creation of credit 
by banks depends upon their cash reserves, the Central Bank cart 
control it if it can exercise control on the cash reser\’'es of those 
banks. As the Central Bank is the ultimate source of cash by 
virtue of its possessing the monopoly of note issue and the minting 
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of coins, it can certainly vary the cash reserves of the banks, which 
will govern the creation of credit by those banks. 

Control of Cash . — Cash is of two kinds, viz., (a) the accept- 
able form of money into whicii the claims of banks are convertible, 

’all legal fender money ; (b) Bankers' deposits with the Central 
Bank of that country. Let us take the case of the Bank of 
England, wdiich is the Central Bank of Great Britain. ‘If the Bank 
of England can determine the volume of Bankers’ deposits with 
itself, and can suppl}'' whatever volume of notes is appropriate to 
that level of Bankers’ deposits the Bank of England will be con- 
trolling the general operations of the commercial banks.’ (Sayers). 
Bankers’ deposits are changed by the Bank of England by the 
(1) purchase of Treasiuy Bills in the market ; (2) purchase of gold 
from tlie market ; (3) an excess of pa 5 maents to the Government 
over payments by the Government (i.e., rise in public deposits). 

While the Bank of England purchases Treasuty bills or 
Government securities in the open market, it injects into circula- 
tion so much money, which will fall into the hands of the public, 
who will then deposit, if not the whole, a certain quantity of it 
with their respective bankers, w'hich will result in an increase of 
Bankers’ deposits. The result is to generate expansionary condi- 
tions in the money market. With command over increased cash 
resources, the banks will be landing out their funds more freely 
and e.xtensively and in this way will be creating more credit. The 
same result will emerge from the purchase of gold. In the third 
case, public deposits will rise, but will lead to a decline in the 
Bankers’ deposits. With the depletion of Bankers’ deposits, they 
shall have to work on low cash reserves, curtail advances which 
'rill bring about a contraction of credit. This mechanism is 
termed 'open-market operations'. Thus it is observed that the 
Central Bank is in a position to influence the Bankers' deposits 
and the total supply of money. When the Central Bank can vary 
the cash reserves and deposits of the other banks in the above 
manner, these banks may, in times of necessity, approach the 
Central Bank for succour, and the Central Bank will agree to 
render help at its own rate and under its specified terms and con 
ditions. Such a state may be described by saying that the an' 
rate is effective. As soon as the Bank rate becomes effective, the 
Central Bank has a complete grip over the money market. 
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Variabix Reserax Ratio 

in conntxies -wlieie the money market and the capital market 
are ill-organized or non-existent, increasing recourse is now had to 
variable reserve ratio as a new weapon for credit control. Lord 
Keynes recommended the application by a Central Bank of the 
hitherto unused weapon of varying the reserve ratio of member 
banks and went so far as to suggest that the Bank of England 
should be empowered to vary the cash reserves between 10% and 
20% in respect of demand deposits and between 0 and 6% for 
time deposits. Cases may happen when the Central Bank finds 
itself short of the securities, which are to be offered for sale in the 
market, and also finds it unremtmerative to buy securities from the 
market when the price is high. In such circumstances it will be 
convenient if the Central Bank possesses the requisite power to 
ask the member banks to keep a higher and low’er percentage of 
reserves against their deposits. Suppose, the member banks go on 
exten^g credit on liberal terms when in possession of snrplns 
funds, the Central Bank, if it desires a contraction of credit, may 
ask the member banks to keep a much higher cash ratio than the 
scheduled ratio and thus compel them to restrict credit. ‘"Vi^ereas 
the other rivo methods (bank-rate and open-market policy) are 
designed to bring about an actual quantitative change in reserve 
holdings, and thereby in free reserves, a change in the reserve 
requirements serves to create or destroy free reserves by a stroke of 
the pen'. 

The United States of America is the first country to adopt 
this instrument of monetary control. Under the Banking Act of 
1935 the Federal Reserve System was authorized to alter the cash 
ratios of the member' hanks within certain limits. During 1936 
and 1937 the Federal Reserve S 5 ?stem raised the reserve require- 
ments of the member banks by the full amount permissible by law 
in order to combat credit expansion. In April, 1938, fee reserve 
requirements were reduced but were again raised to the legal 
maximum in Kovember, 194 1. 

In Kew Zealand, fee Reserve Bank could wife the authority 
of the minister of Finance alter the reserve ratio of trading banks 
from time to time as a means of maintaining effective control over 
fee credit situation. In Belgium, the Banking Commission 
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reserved the right to alter the ratios. The Riks Bank of Sweden 
was empowered by the Government to call upon joint-stock banks, 
which own funds in excess of 5 million Kronor, to hold their 
compulsory reserves of 25% against sight liabilities only in the 
form of till money balances with itself and sight claims on foreign 
banks and to prescribe at will the minimum proportion of balances 
with itself to total reserves. The Bank of Mexico can vary the 
reserve ratio of private banks from 5% to a maximum of 50% of 
deposits. The Reserve Bank of India 'has also been vested with 
powers to vary the cash reserves of the scheduled banks within 
certain limits. 

Countries, which have ill-organised capital and money markets 
and an inadequate supply of securities, may profitably adopt the 
variable reserve system as a technique for controlling credit. But 
in countries like Australia, New Zealand and South Africa, which 
maintain large liquid assets in London, the variable reserve-ratio 
system will be shorn of its effectiveness so long as the banks are 
able to substitute their London assets by increased domestic assets 
wth the Central Bank. But in Canada, which is not required to 
keep large assets in London because of its having a well-developed 
domestic money market and is usually accustomed to maintain a 
suitable reserve ratio between 9.5% and 11.4%, there is a strong 
case for the variable reserve ratio. But in the case of the above 
countries Mr. Plumptre has suggested that the requirement of a 
variable minimum ratio in relation to liquid assets as a whole 
rather than between cash and deposits would be a more effective 
weapon’. 

This system is not without objections: 

1. It is held that the variable reserve ratio lacks precision 
not only in respect of changes in the amount of reserr'es, 
but also in respect of the place where these changes are 
to be made effective. The changes in reserves involve 
few larger sums than in the case of open-market 
operations. 

2. It affects banks differently. Banks with large reserves 
will be little affected while banks with small reserves will 
be hard pressed. 

3. Changes in the reserve requirements may not be adjusted 
to meet 'small and localised situations of reserve stringency 
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or snpsrfluity', as had happened in New York and Chicago 
in 1942. 

4. The system is likely to exercise a depr^ing effect on the 
security market. If the banks are required to maintain 
a higher cash ratio, thej' may do so by selling their 
securities, which will have the effect of depressing the 
security market. 

5. It is often said that this system will endow the Central 

Bank with sweeping pmwers over the member banks. '“In 
order to use this 'technique prudently, the Central Bank 
should, as Kevmes suggests, alter the ratio with due notice 
and in small degrees. * 

It is a common idea with many that the reserve requirement 
imparts liquidity to other banks. But this idea is now obsolete, 
for liquidity is seldom achieved by this system. Progressive views 
favour the integration of the two policies, viz., open-market 
operations and variable reserve ratio, and recommend their joint 
application. 


Bank Rate 

The Bank rate is the rate at which the Central Bank will 
rediscount bills of exchange or promissory notes and grant advances 
on approved securities. In a sense, it is called the discount rate, 
but, in a broader sense, it means the advance rate of the Central 
Bank of a countrjn 

IVhen it is said that the Bank rate has become effective, it 
docs indicate that the Central Bank can impose its own terms and 
conditions being a lender of last resort and the ultimate source of 
cash. Such a situation is described technically by the phrase, "the 
market is in the bank." The Bank rate has been evolved as a potent 
weapon for credit control by the Bank of England. The efficacy 
oLthe B^k rate was demonstrated bj' the Bank of England. This 

K t e o a rate nhich is fixed every Thursday by the Court of 
Directors of the BauV 

special court. The ? f ox on special occasions at a 

and as such ’t ” rate is normally above the market rate 

farilitv can ^ called a ‘penal rate', for the rediscounting 

soling in the marLt^^^T ^ 

market As a result, the market rate will also follow 
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vait by going up, Fof, 'the discount houses having to secure money 
at usually high rates will only discount new bills at rates which will 
compensate tliem for the higlt cost of obtaining the money'. Tltis 
"ikiicite ami beautiful instrument of Bank rate is used by the 
Central Bank for operating on the inteinrd silnation as well as on 
da; external situation. 

When it is observed that a country's balance of trade has 
turhed adverse resulting in the export of gold for meeting the 
adverse balance, and thus the gold reserves of the country arc 
dtpk'lcd, the Central Bank, to control such a situation and to 
the outflow of gold, will raise the Bank rate. Such a step 
\n!l influence the internal prices and interest rates and b dance the 
hdatice of pajincnta without recourHJ to gold export*. The imme* 
diatc effect of a rise in the Bank rate will be reflected on the 
foreign t‘xchange. Since the Bank rate is high, the foreigners will 
Icel tempted to retain or utilise their funds in that particular 
Ikcjiusc of the higher return obtainable. Further they 
riiall find an ittduccmcnt for transferring their funds from eke- 
v.h<ie for the purpose of investment in that country' in esprcla- 
of .a better return. There will be an inflow of funds info 
duat country and the outfimv will be readily cheeked. The 
rkrumd of the foreiguets for that particular country's currency 
vitl inerwe and so it 4 value wdl ri'-e in tcrai“i of ftireicn curTea-> 
ci' t, Xhu''. the t'jcrhar.ge t.iK^s wilt favourablu. Irt om- 

ddi-ratiois of K higher Batdc talc, Iwmnvsng wiil be less, «*; the 
ceue.Uy flwn iKvonv"’. dearer for ijorrov.tTs. leading to a contr?,:;'' 
rivJi of actm’tisS, which wnt- in turn, gi't^rafs' a 

*ic.Uaiy tendency irs die mrtket r'-sulting in a fall f^f nifuicy- 
Ui''ous*'; and the pricc-hvcl. In cosfcX'*’^v.r/' of a low prircdcWfl 
vU's I'e ^isiiudaPd and hnp'.rr-c Ttfiti snU'-idp iILccouk 
Il'.ii wilt hrhu; alv'Xjt u favonr-ablc tidoiwt of Tlmt, a 

x.Xxv.yy in Itw Bink icdttcu'?? the fnreicn exchan?- ru-wke: 
thruU^ih th' >Tu» Ih- {enc.-t-’tTn capl'.i? 

n'AfltX a*- t'<' ih'iny m tf" nvra n./c' t-t-* t'- tlr If; Tv 

rtn ' witi'’',. I’cvi k'.tlc' ’hr halm.v'" of tt-'dn t'f;* syef. s r, '’dt 
Vs’d tvJ^ rt- > rt," eo'.nw ..fl-'fi'i jr."-**- ^ ■ :« •, t'b 

•‘■p* 'i n•■'^*5^s }■'? T rt ps!-,.;*, tK' fcedlOi’’ 

f.rSv t nV}-"'*."" if, t? '' fn’f.-'W 4.' p' ■* ff 

o, .? ’|V „ f'f nf.'-** ’C^*, hn *'!. hv 
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development if there are channels for the loan of short money, 
and there are borrowers or guarantors who command international 
credit-w'orthiness. And Sayem says that in great centres and small 
alike, the borrowers whose credit-worthiness secures international 
recognition are the leading commercial banks with whom the 
money may be deposited The soundness of the bank is not so 
much a consideration as its international reputation. British 
discount houses and banks command world-wide reputation and 
unimpeachable credit. So England has developed such a market 
to her best advantage. Sayeis aptly remarks that the banks of 
Latvia and San Salvador may be perfectly good, well-run, and 
paying institutions, but unless foreigners have such confidence in 
them that they are ready to deposit funds with them when a rate 
diSerential appears and widens, the Bank rate is ineffective in 
regulating the flow of short-term funds. The people must have 
confidence in the stability of that currency ; otherwise a difference 
in the rate will be no attraction for outsiders to invest funds in 
that countrj'. The fact that the people are hesitant and have fears 
is suffldent to neutralise the effect of the Bank rate. 

In the summer of 1931 when England was faced with 
excesnve tvithdrawals of funds from London, the outflow could 
not be checked in spite of the short-term rates rising far above 
the levels of New York and Paris. People were then very much 
pessimistic about the financial stability of the British Government. 
In France also a similar rise in the Bank rate failed miserably 
to control the situation in 1923-24 and 1933-36 ; rather the rise 
aggrarated the French budget-deficit. Before the enhanced Bank 
rate could generate any deflationarj'’ tendency in the money- 
market, the increasing budget-deficit might lead the authorities 
to have recourse to inflation. So Sayers observes; 'Little 
wonder then that when we read in the papers that Paris had put 
up the Bank rate we took it as a signal that devaluation was one 
step nearer’. Sometimes it k argued that the lender can protect 
himself against exchange risks in the forward exchange market. 
But the difficulty is purely psychological. When the people once 
develop a psychology of currency-fall, it will be an exceedingly 
onerous taric to arrest it by arranging cover. Such a step giv<3 
rise to e.xtrcme discounts and premiums in the fonvard exchange 
market outweighing the probable differences in the interest rates- 
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Still, however, operations in the fonvord exchange rate by the 
Central Bank will lend a strong support to the Bank rate in con- 
trolling the external situation, for the Bank rate should not be taken 
to bo onmipotent in all circumstances. Externally, tlie Bank rate 
influences the relation between incomes and costs at home and 
abroad and thus affects the balance of trade. Let us now examine 
how the Bank rate influences the internal situation of a country. 

^^’llen the Bank rale is raised, tlic business men who are on 
-the margin of doubt as to whether it will be lucrative to invest 
‘ in business, will be discouraged from borrowing money because 
of the higher rale. People who borrow funds for constructing 
docks, factories, buildings etc., will be induced to contract their 
activities in view of the higher cost of borrowing. The produc- 
tion of investment goods will slow down leading to a slump in 
Uic constructional industries. Because of the sharpty decreasing 
.spending power, the prices will tend to fall. The traders and 
dealers, who used to stock goods so long with borrowed funds, 
will, in anticipation of a falling price-level, reduce borrowing 
money as also stocks. They wall also curtail their orders for articles 
to producers who in their turn will quote lower prices to tire dealers 
precipitating a fall in the wholesale price-level. But the costs of 
the producers including wages do not fall. So they are to carry 
the burden of rising costs in the face of a falling price, until the 
burden becomes too hca^'y. Naturally they will be forced to 
curtail the productive activities, and a general slump will ensue 
with the inevitable consequence of unemployment. As such a state 
persists the costs and the money-incomes will come dowm. The 
reverse will happen when the Bank rate is lowered. 

There are two lines of thought regarding the way in whidj 
the changes in the Bank rate influence prices and production. 
The first line of thought is represented by Mr. Hawircy who bolds 
that the change in the Bank rate, having direct bearing upon the 
short-term rate, influences tlic activities of dealers who hold stocks 
of finished and semi-finished goods. As the Bank rate is raised, 
the short-term rate also rises ; it adds to the cost of holding stocks 
and the dealer, in order to avoid the increasing costs, will he reduc- 
ing slocks. In its ultimate anal3'sis, the reduction of stocks will 
indicate reduced purchases by the dealers. Producers will find 
^ their sales falling off and will be compelled to curtail production 
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and output. With reduced output, factors of production will be 
less employed and consequently money income will shrink. This 
contraction of money incomes leads to a decline in retail sales, and 
to reduced purchases from dealers. Symptoms of deflation become 
visible in the market and the producers, being depressed, will post- 
pone replacement of and addition to plant, which will affect the 
production of capital goods as well. 

Conversely, if short-term rates fall, the cost of holding stocks 
becomes lower, which encourages the dealers to increase their 
stocks by buying more rapidly. This will bring increased orders 
to the producers, who will feel an urge to expand their activities 
by employing more factors of production. As a result, money 
incomes wiU rise and the inflationary tendencies will be generated. 
The forcefulness of the above argument will depend on (a) the 
proportion which interest charges bear to the total cost of holding 
stocks, and (b) the elasticity of demand for the convenience of 
holding stocks. 

Lord Ke3mes holds that the Bank rate influences the internal 
situation, not through short-term rates but through long-term 
rates affecting the %villingness of the entrepreneurs to hold fixed 
capital goods, such as factories, machines etc., and to replace the 
worn-out machines and plant. The higher the rate of interest, the 
less attractive is any form of capital extension and the lower the 
rate, the more is it likely that the entrepreneurs will be under- 
taking capital extension. A change in the short-term rate wall 
lead to a change in the long-term rate in the same direction for 
the following reasons. If the short-term rates rise, while long- 
term rates remain the same, short-term securities will prove more 
attractive to investors and bankers. As a result long-term secu- 
rities will be sold for the purpose of purchasing short-dated secu- 
rities. It is an axiom that as the price of a long-term security falls, 
its yield rises wvhich means an increase in the long-term rates. So 
it is observed that a rise in the Aort-term rates wall lead to a rise 
in the long-term rates and vice-versa. 

Changes in the long-term rates will affect the investment 
market.' The volume of investment in fixed capital goods has a 
direct relation to the prospects of profits being earned, in whidi 
long-term rates play an important part.' The amount of profits 
remaining the same, the higher the long-term rate of interest, the 
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less attractive becomes any form of new investment or replacc- 
"ment of 'existing capital. Entrepreneurs rail be spending less on 
•capital goods, as a result of which employment in capital goods 
trades shrinks and the total money-income diminishes. Con- 
sumers, in their turn, will be saving less and less and partly 
reducing expenditure on current consumption. Production and 
employment in the consumption goods trades decline. Capital 
investment in these trades becomes less attractive and the activity 
of the capital goods trades shrinks even further. 

But in actual life the state of trade and prices arc not so respon- 
sive to the rate of interest policies. ‘Bitter experience has shown 
' that the state of trade, although it does appear to respond even- 
tually to dear or cheap money, responds painfully slowly’. The 
efficiency of tlie long-term interest policy depends bn the elasticity 
■of demand for capital. The more clastic the demand, the more 
quickly effective will tlie policj' be. But in all times of extreme 
trade condih'ons like depression, when no amount of reduced 
interest will stimulate new production, and in times of boom w'hen 
things look so rosy that an increase in the rate will not deter any 
entrepreneur from some investment, the business man’s demand for 
capital may be somewhat inelastic. 

On the whole, both these- lines of tliought start from the 
same h57pothesis of banking policy having influenced the cost 
of holding goods. Their difference lies in the class of goods 
affected by the Bank rate and is primarily a difference of emphasis 
only. 


Limits of the Bank Rate 

As has already been said, the Bank rate is not to be considered 
as a panacea for all ills in the money and capital markets. The 
Bank rate has its limitations and may' not produce the desired 
results in all circumstances. Changes in the Bank rate, not accom- 
panied by similar changes in other rates of the money market 
•which differ from each other, may not introduce any -variations in 
the loan policy of the banks. If the Bank rate is raised, it "will be 
followed by a rise in the market rate. But there is no certainty 
that there will he a fall in money-rates, but its power to force a 
fall in the money rates is very much limited. A Central Bank 
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can give support to inflation in ilv- maritet iiv a a'ari.ti* ;ti is 
Bank rate, but it cannot prevent a slump in. ill-’ itiark<*t. 

Moreover, n change in tlie interc't rate affren, t!i? ci Ar- 
rowing to a business min. which fr.nn'- a srnaii psrt wt th-^ tots! 
cost oi production. So t)u' iaStirn'o'’ oi the Bank rate on ro»‘j of 
production is tvstneted. 'flits is also auiplp ptoi'ed in ife'n 
depression and boom, v-hm v.art-rttoiv; m intere.t r;;A ar" matters^ 
of intlifterenco to tlic prsySuctr:. WJicj'cvc; the Bank rate has 
been successful in jirodudng ceruiin rtjtilt?, it Co'std do r.o by thnivv- 
ing the capital market into di-cquiubnam .and o'catinr; for ihc 
Umc being a disturbed state of trade. As Sayers olven’cs'. "if «.• 
want to deflect our inouey-income stru'-lure lij* a hi.cb Bmk rate, 
we have to produce a viepreeviou by dampimt down capital deve- 
lopmcntj tlirowing jicople out of work, and up^-rtting the state's 
finances, in the hope that one d.ay the preisiite of cmp!oyrn"nt 
will lead to lower waue-tate and other inoneydneomts bectuntni; 
the rule. And conversely. AHhotigb the Bank rate may alwuy.s 
have its u.scs, the futun- lies not with those v.ho tsmild rely ms a 
refurbishing of (bo Bank rate, but rather rvith those who .are pre- 
pared to add more weapons to annc«m‘’s of rnonttary autlmntics”. 

The following are the reasoas for the hack of cffcclivcnes-. of 
the Bank rate, in the U.S.A. ; 

b Absence of conveiilional rclation.ships between the ofiicial 
dlscount-mlc and certain money-rates. 

2. The exi'lence of surplus gold rc$rr\‘es during the greater 
part of the yt‘ar. 

3. The wide scope and strong inclinations for speculative 
activity in the U.S.A. 

4. Tlie lack of independence on the part of the Federal 
Reserve Bank in the matter of fixing discounting rate.s. 

5. The rate of discount is not higher than the market-rate, as 
is die practice with the Bank of England. In the U.S.A- 
it should be a penal rate. 

The limitation of die Bank rate may also be .attributed to the 
following factors: 

1. The bill of exchange as an instrument for the financing 
- of domestic trade has' since declined. . 

^ 2, Development of competing international money markets 
has limited the utility of the Bank rate. 
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3. Predominance of the short-term Treasury bills. 

4. Abundance of liquid funds in the money market is not 
helpful towards the smooth and eflScient working of the 
discount-rate policy. 

5. The scope of a discount-rate policy was narrowed by an 
increased rigidity in the economic structure. A substantial 
measture of elasticity in the economic structure is required 
for the success of this policy, i.e., prices, wages, produc- 
tion and trade should respond to changes in money rates 
and credit conditions. 

Keynes considers that the equilibrium between investment and 
saving should be attained by means of the state organisation of 
investment, or failing this, by compensatory planning of public 
works rather than by means of the Bank rate policy. 

Wagemann points out that, while ‘the discount rate can 
influence production through its influence on long-term interest, it 
can do so more quickly through the short-term credits which play 
an important part in the financing of production’. He emphasizes 
that the influence, which the discount policy may exert over the 
capital market through the money market, is usually felt only after 
a lag of four to six months. 

The discount-rate policy should be applied in the right time, 
since the trend of business and speculative activities cannot be 
reversed after they have attained a certain momentum. It is often 
suggested that the internal credit situation should be controlled by 
an internal rate and the external situation by an external rate. 
But such a division of the credit situation of a country into rigid 
water-tight compartments is not possible, because one influences 
the other. Likewise suggestions are made to control speculation 
by differentiation of rates, chargeable for business and for 
speculative purposes. This policy was practically adopted by the 
Federal Reserve System in the U.S.A. in 1928 

According to Burgess, the influence of a discoimt-rate change 
is psychological, which is more important than its direct influence. 
This psychological influence is largely dependent on the prestige 
of the Central Bank and the extent of co-operation between it and 
the commercial banks. In South Africa the commercial banks 
change their advance rate according to the changes in the Reserve 
Bank’s discount rate. 
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Open JIarket Operations 

In addition to the Bank rate, the open market operations are 
often undertaken by the Central Bank to exercise a stabilising 
influence on the money market. Open market operations signify 
those transactions of sale or purchase of securities on its own 
initiative by the Central Bank to control the volume of credit in 
the market. As for example, when the Central Bank finds a surplus 
of resen'es in the hands of joint-stock banks, which inspires tlie 
latter to enter upon a policy of credit expansion and the Central 
Bank thinks this expansion policy, from a long-range \dew, pre- 
judicial to the ultimate stability of the money market in the context 
of circumstances that are likely to develop, the Central Bank will 
at once come forward to sell securities in the open market and take 
off the surplus reser\'es with a view to checking that tide. As the 
securities are sold, the intending purchasers will be drawing cheques 
on their respective banks, which will deplete the cash reserves of the 
joint-stock banks, which wil! then be persuaded to curtail exten- 
sion of further credit to stop drainage on their reserv’es. As a 
result, the volume of credit will be diminishing. Similarly, when 
the Central Bank will note that the money market is tight and 
lending is very much restricted, it will, if it considers restoration 
of easiness in the money market suitable, be purchasing securities 
from the open market. As the securities are purchased by the 
Central Bank, money -will be coming into the hands of the 
public in an increasing flow, which the public will be depositing 
with their bankem. This will augment the bankers* deposits and 
their ‘cash reser\'es as well, and inspire them to lend more freely 
and extensively. Thus the tightness in the market will be over- 
come. The open market operations policy is an effective weapon 
in the armoury of a Central Bank to control the money market. 

This policy takes different forms in different countries. In 
England it has become a custom with the joint-stock banks not 
to borrow directly from the Banlc of England by rediscounting 
their bills with the latter, men the Bank of England undertakes 
sale of securities, and the cash reserves of the other banks are 
depleted, those bania will be curtailing their commitments, and 
recalling the advances they made to the bill-brokers or the dis- 
count houses. They will be replenishing their cash reserves by 
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credit restriction. But in the U.S.A. this result does not automati- 
cally emerge. There the member banks, instead of by credit- 
restriction or the reckling of advances, may replenish their cash 
reserves by rediscounting their bills with or taking advances against 
approved securities from the Federal Reserve Bank. Thus credit 
restriction may not be enforceable in such a contingency. So in 
the U.S.A. a convention has been established against large and 
continuous borrowing from the Federal Reserve Bank. A limit 
is assigned to each member bank beyond which it cannot draw. 
As the limit is exhausted, each member bank is to keep its cash 
position intact by curtailing advances and recalling loans. In the 
U.S.A. increasing use was made of the open market operations. 
There the Federal Reser\'e Bank desiring to cause a contraction 
of bank credit will, instead of raising the discount-rate, sell secu- 
rities in the open market. In New York, the open market opera- 
tions are used to initiate the movement in rates, generallj’’ the 
change in the official rediscount rate coming at the end of the 
process, and scarcely doing more than registering an accomplished 
fact. But in London, open market operations are apt to be used 
rather to make an existing official rate effective in the discount 
market as the general structure of bankers' rates moves with the 
official rate. Besides the advantage of the direct access on the 
part of the member banks to the Federal Reserve Bank for borrow- 
ing, the member banks in America are to maintain legal minimum 
cash reserves, which are alterable according to changed circums- 
tances, unlike in Great Britain where the banks are to keep 
customaty cash reserves. So in America, as the securities are 
purchased by the Federal Reserve Bank in the open market, 
member banks may wipe out from their increased deposits, their 
indebtedness to the Federal Reserve Bank, and lower their interest 
rates. The rates of interest in the market having actually fallen, 
the official rate is in response thereto reduced by the Federal Reserve 
System, that change being the last, and not as in England, the 
first stage of the operation. In order to make the open market policy 
effective, a flat rate of cash reserves is desirable. Thus for the 
success of such a policy of open market operations, the existence 
of a Board and well-organised capital market and the maintenance 
by commercial banks of a stable cash ratio are necessary. In 
Australia open market operations were not so successful, because 
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the rotmwtohl twnkr <h‘(5 mcor opprinch the flasik uf Krs'*tsnd 
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Ihrouph tho inlcrntocliary* of di^-connt hou^e- Paring tlu' v.'ur 
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the Bank of England, which Iviuglu =;hori-datrd InlE front th*" 
clearing banks on the undt r-landing ihit ih'V’ sc wild pnn'itasf 
long-dated bills from the disronnt-tnarkct. According to the 
’Economist’, Angtist 1942, it vra#. ’.n curious anti highly significant 
reversal for the traditional maebinerv of credit control in the 
countrj'’. In countries like Sv.otlen and Argentine tboso ojierafifins 
were intended for absorbing the OKce's of liquid funds iij the ninmy 
and capital markets. In short, the open jn.arhet nprations ns 
adopted by the Bank of England were intended for the following 
objectives*. 

1. To make the Bank rate effective or to pnipam the ground 
for a change in the Bank rate ; 

2. to avoid disturbances in the money market as a result of 
movements of Government funds or «ca<onal movements 
generally ; 

3. to oEscl the inflow and onlflow' of gold ; 

4. to support Government credit in connection with the issue 
' of new loans or the conversion of existing loans ; 

> 5. to create and maintain conditions of cheap money as an 
aid to business recovery. 
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Hie Bank of England has undertaken open market operations 
as a supplement to the Bank rate policy. To offset the effect of 
seasonal movement of funds, the Bank used to buy securities regu- 
larly in December, when heavy withdrawals were met before the 
Christmas, and sold them in January with the return of notes 
from circulation. It undertakes to buy securities at the time of 
heavy tax pajunents and to sell them when heavy disbursements 
are to be made by the Government. During Maj% 1938 when 
substantial funds were repatriated in London, the Bank adopted 
a new open market technique by announcing that,any dealer find- 
ing himself short of funds, could sell bills at to the Bank’s 
broker instead of appl 3 nng for assistance direct to the Bank and 
this announcement met vith good response from the market. The 
increase in the credit base by way of open market operations has 
not attained so much success in Great Britain as in the U.S.A. 

Open market operations har^e become one of the potent devices 
for credit control. The Reichs Bank of Germany was authorised 
to buy and sell operations in October, 1933. Similarly, the Riks 
Bank of Sweden was authorised by the Swedish Law of March, 
1937. A decree dated June 17, 1938 autliorised tlie Bank of France 
to undertake open market operations 'in order to influence the 
Volume of credit and to regulate the money market’. The powers 
to engage in open market operations were included in the statutes 
of the Central Banks of coimtries like Argentine, New Zealand, 
Canada and India from the beginning. The Reserve Bank of India 
adopted these operations to keep up the value of Government secu- 
rities and to smoothen the way for the floatation of new loans in 
the market. In November, 1946, the Reserve Bank of India under- 
took to purchase directly from the scheduled and non-scheduled 
banks Government securities to avert a banking crisis which deve- 
loped in Bengal. 

The sales and purchases of securities are undertaken by the 
Central Bank to 'sterilise’ or ‘offset’ the movements of gold. When 
gold is imported into a country, it leads to an increase in the 
reserves of the banks which then embark upon a policy of credit 
expansion. The Central Bank will then sell securities in the market 
and take the surplus reserves from the banks which will then be 
forced to reduce loans and advances. This is called ‘sterilising’ 
gold imports. Conversely, when gold is exported the reserves of 
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banks shrink and the banks contract credit. To stop tliis, the 
Central Bank rvill be buying securities which will increase the 
Bankers' reserves and inspire them to extend credit more frcely- 
This is ‘offsetting’ gold. To avert any financial crisis as well, 
the Central Bank will be purchasing securities, as the Federal 
Reserve S 3 'stem did dunng the banking crisis in 1931-32. Reynes 
has rightly pointed out that the effectiveness of open-market opera- 
tions is dependent on the power of the Central Banks to have their 
portfolios stocked with an adequate supply' of ammunition in the 
shape of open-market scennties available for sale. 

LiJirrs OF Open IiLarket Operations 

1. In the U.S.A. when sales of securities cause a contraction 
of the supply of money, the member banks may neutralise 
this contraction by taking rediscounting facilities from the 
Federal Reserve Banks. So the desired result may not be 
produced in the end. When the Federal Reserve System 
seeks to encourage credit expansion by purchase of secu- 
rities, the member banks may choose to apply the same to 
reduce their indebtedness with the Federal Bank, instead 
of expanding credit. 

2. When the Central Bank wants to increase the cash reseri'es 
of the banks by purchasing securities, the public might 
be withdrawing cash from those banks out of panic. At 
such a stage the desired result may not be obtained. 

3. Even if the cash reserves increase, the banks may choose 
to accumulate the same for meeting an eventuality. In 
that state expansion of credit will not be possible. 

4. Even if the banks choose to expand credit, the business 
men might feel reluctant to take advantage of the same in 
apprehension of a depression. 

Relation Between Bank Rate and 
Open Market Policy 

Each of the two weapons, viz,. Bank rate and open market 
policy, has its limitations as pointed out above. Each by itself 
will not succeed in producing the desired results. Each is, there- 
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fore, to be supplemented by the other in order to be effective. The 
mere raising of the Bank rate may not always result in a contraction 
of credit, if certain joint-stock banks possessing surplus funds go 
on lending at low rates. In such circumstances the Central Bank, 
■with a view to making the Bank rate effective, will be selling 
securities in the market, which will take away the surplus funds 
from these banks, and the latter wall be compelled to restrict 
credit. Similarly, if the Central Bank sells securities \vithout rais- 
ing the Bank rate, the member banks may replenish their reserves 
by rediscounting their bills with the Central Bank, and thus avoid 
contraction of credit on their part. So in order to make the open 
market policy yield the desired results of contraction of credit, it 
is necessary for tire Central Bank to raise the Bank rate, when the 
banks will find it unprofitable to take advantage of rediscounting 
facilities. 

Open market operations arc generally undertaken to prepare 
the market for changes in the Bank rate, which has a far-reaching 
influence over the market. It is now being increasingly felt that 
the Bank rate should be manipulated only when a permanent dis- 
equilibrium in the economic life of a country is required to be 
corrected and not for any temporary maladjustment in the market, 
which is now sought to be remedied by the application of the open 
market policy. So it is observed that the efficacy of the Bank rate 
and of the open market policy is inter-related. 

SELEcxrvTE Credit Control and Rvtioning of Credit 

Credit control may be of three tjqies, namely, quantitative, 
qualitative and selective. The last type of selective credit Control 
is being forged anew in the laboratory of the Federal Reserve 
System of America. It is intended for preventing a shortage of 
funds in the securities market and for absorbing the plethora of 
tods elsewhere. The problem of a Central Bank, in such a 
situation, is to prevent a decline in the prices of securities without 
accelerating the inflationary forces. This technique was largely used 
during the last war and took the form of regulation of margins on 
^curities, as in America the Board of Governors of the Federal 
sserve Ssystem. under the Securities Exchange Act of 1934 was 
authorized to prescribe the margin requirements. The Central 
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Bank intending to ration credit may refuse to rediscount the bills 
of exchange for a joint-stock bank which directly or indirectly 
encourages speculation by lending freely. But credit rationing has 
limited possibilities. 


Credit Rationing 

Credit rationing was adopted by the Bank of England as an 
instrument of credit control towards the end of the 18th centur 3 ' 
prior to the formulation of a systematic discount rate policy and 
to the assumption of responsibilities by a Central Bank as a lender 
of last resort. After the first world war the Reichs Bank of 
Germany raised credit quotas to prevent the collapse of large banks 
while there was a run on German currency. But this was not 
without evils, as for lack of credit many firms and industries in 
Germany had to close their doors. 

In Rusda rationing by the Central Bank is freely applied as 
will be erident from the following observation: 'The state bank 
is guided bj^ another principle in regard to the investment of its 
inflowing funds, namely, the allocation of funds among financially 
sound credit aspirants in accordance with a definite plan and at 
times when the demands for credit exceed the state bank’s avail- 
able resources the state bank is obliged to divide these funds 

in some definite way among the enterprises which have need of 
them' . In short, credit rationing is recommended only in an extra- 
ordinary situation calling for extraordinary remedies. 

DiREcr Actios AND Moral Suasion 

Direct action involves direct dealing with the individual banks. 
The Central Bank may refuse to rediscount the bills of certain banks 
whose policy goes contrary to the maintenance of stable credit condi- 
tions, or refuse to make further advances to certain banks, ■who 
are already indebted to the Central Bank. Direct action figured 
promiaentl 5 ' in the report of the Federal Reserve System during 
1928-29 when the Board had to grapple with specnlative dealings. 
As Burgess points out, direct action is applied to deal With a iew 
banks who use Federal Reserve credit for too long periods, or in 
too large amounts. Under the Banking Acts of 1933 and 1935 the 
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Federal Reserve System was invested with wider powers over the 
lending operations of member banks. If any member bank is 
found misusing its credit it may be suspended by the Board from 
the use of Federal Reserve credit facilities. The Board may further 
direct any member bank not to increase commitments against stocks 
or bonds collateral up to one year under penalty and may fix the 
proportion of such advances against stocks to the bank’s capital. 
This policy aims at the qualitative control of credit but is subject 
^ to two important limitations: (a) the difficulty of deciding at any 
time and for any bank when there arises an increase of bank credit 
militating against sound credit conditions, (b) the effect of such 
decision on the part of a Central Bank wll be to make the com- 
mercial banks slacken their vigilance on their true position and 
shift to the Central Bank the onus of ascertaining the true 
position. 

Moral suasion creates less unfavourable psychological reaction, 
as it does not involve any punitive measure or administrative com- 
pulsion. Burgess takes the view that 'the Reserve Banks may 
at times exercise an important influence on the general credit 
situation through the informal suggestions which they may make 
to bankers. But unless suasion is armed with statutory powers, 
it cannot, in the opinion of some, produce^ any result . Clark 
observes that ‘persuasion as a means of credit control has not been 
successful. Whfle at times they no doubt have exerted a restrain- 
ing influence, the forces making for expansion have proved too 
powerful for warnings without any teeth in them to be effective . 
In the U.S.A. the effect of moral suasion might have been neutra- 
lised by the independent policies adopted by thousands of indepen- 
dent unit banks, but in countries like Great Britain where central 
banking is long established, the Central Bank exercises its moral 
influence with an appreciable measure of success. In Germany 
also, moral suasion was successfully applied in many cases. 
direct action and moral suasion have their own limitations and, as 
regards potency, are considered as subsidiary to ^e discoimt r^e 
policy and open market operations. In the opinion of r, e 
Kock, for moral suasion there is in general a wider ^^cope an or 
, direct action and in countries where there are highly liquid monetary 
conditions and where the Central Bank either cannot undertake 
open 'market operations at all or cannot do so on a scale sufficient 
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to counteract the undue liquidity, it is advisable, if not essential, for 
the Central Bank to use moral suasion as far as possible, in spite 
of its limitations, while direct action should be confined to special 
cases, particularly in democratic countries. 

The Central Bank issues from time to time directives to the 
member banks in clarification of the general banking policy, and 
tendering advice about the nature of investment risks and pitfalls 
and describing the peculiarities of general market conditions in 
which prudence and caution should be applied. Thus by persua- 
sion, timely w'aming and advice, the Central Bank can, to a great 
extent, inflnence the credit poliQr of the member banks. In India, 
the Reserve Bank, just after the outbreak of the war, advised the 
scheduled banks to avoid financing any speculative dealings in 
bulhon. Government securities, shares, marketable goods, etc. and 
fixed appropriate margins to be kept against advances on the secu- 
rity of bulhon. Such co-operation between the Central Bank and 
the member banks is helpful for formulating a correct banking 
policy and stabilising the banking system of a country. In 
England and Macmillan Committee observed ; 'It is desirable that 
clearing banks should be made aware in the plainest possible 
manner whether the general tendency of policy of the Bank of 
England is towards a relaxation or contraction of conditions of 
the domestic market'. 

Rediscount and Lender of Last Resort 

It was in the year 1873 that Bagehot in his book 'Lombard 
Street’ stressed the necessity of a Central Bank undertaking the 
responsibilities of lender of last resort. The function of lender of 
^t resort was associated with the exclusive right being given to 
the Central Bank of note-issue, of other general banking busi- 
ness of the Government, which undertake to support the bank 
in times of eraergenc>% \Mien the Central Bank is cahed upon 
to discharge this function of lender of last resort, it does it 
thrcngh rediscounting operations in the main, men the other 
financial institutions have exhausted all other sources of raising 
ere I o supplement their funds and have failed in their attempt, 
ey are to look to the Central Bank for financial assistance ' in 
Older to fide over temporary necessity or emergency and the 
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Central Bai^ assists them by rediscounting their bills of exchange, 
promissory, notes, - and; by advancing against their holdings of 
Goyemmimt securities, etc. Gradually, the function of rediscount- 
ing has; come to' be regarded as a sine qua non of central banking. 

: Prior to the first world war of 1914, the Central Banks of 
different countries' restricted their rediscounting facilities to genuine 
trade bills .of relatively short maturity, but durmg and after the 
war,,; they ., relaxed the stringenty of measures regarding such 
facilities and broadened the basis of rediscounts which now apply 
to .Treasury bills, short-term collateral loan etc., commercial bills, 
agricultural bills and other eligible securities. In a' wider sense, 
rediscounting may be defined as the 'conversion, directly or 
indirectly, of commercial bank credit into additional central bank 
credit.’ Thereby the elasticity and liquidity of the credit structure 
may, be increased and a considerable degree of economy in the 
iise of-cash reserves be effected. As the financial insritutions are 
assured of replenishing their cash resources from, the Central Bank 
by rediscounting in times of necessity, they can conduct a' large 
volume, of business with the same reserves or the same business 
with smaller reserves and capital. The function of rediscounting 
is .made all the more effective than usual, because of the rnono- 
polistic right of note-issue and custody , of cash reserves being 
assumed by the Central Bank. The former enables the Central 
Bank to meet the demand for day-to-day currency and' the latter 
gives more extensive lending > powers; Biit to prevent misuse of 
tlus facility as a source of working capital in normal circumstances 
by any commercial bank, the Central Bank should,- in normal 
times; avoid putting a liberal construction on eligible : paper, for 
rediscount. So in the .;U.S;A.,- to , prevent such a possibility 
of misuse; it has been officially explained that "under the law a. 
bank is not entitled; to . credit froni - a Federal Reserve Bank merely 
because it has eligible and acceptable paper, if the conduct of the, 
bank's business has been -such as To , endanger its depositors,; or to 
promote the development .of unsound. credit- conditions.. ;..... '..y. In ' 
extending credit accommodation To a " iheinber' bank, the Federa;! 
Reserve Bank is - required To consider the geriethl ,cbarad;er ’;and ; 
amount of the loans and 'investments .of the member bmk and, 
ivvhether it has. been'extending an undue amount - of credit for .the 
speculative catling; of . fradi'ng- in ■;securities, real estate;’ commh-' 
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dities or for any other purpose inconsistent rath the maintenance 
of sound credit conditions.” 

Rediscounting Powers 

The Bank of England works under no restriction whatsoever 
as to rediscounting. The Bank of France was authorised to 
discount bills of excliange, commercial and agricultural naixants 
and bills to order with a currency not exceeding three months, 
bearing two signatures in the case of warrants and bills with 
approved collateral and three signatures in the case of other bills, 
and to make advances against French Government, colonial, 
municipal and specified securities for 90 days. The Reichs Bank 
of Germany was similarly empowered to discount bills of exchange 
arising out of bona fide commercial transactions or goods with a 
currency not exceeding three months and other securities. The 
South African Bank was likewise empowered to extend advances 
not only against trade and agricultural paper eligible for discount 
and Government securities including Treasury bills maturing 
within six months, but also against long-dated Government and 
municipal securities, more speculative dividend-paying securities 
easily saleable in the stock exchange, and one-name bills or pro- 
missory notes secured by documents of title to staple commodities 
insured having extensive and active markets. 

According to Dr. De Kock, the majority of Central Banks 
now find that their function of lender of last resort, apart from 
their relations with the state, is performed mainly in the form of 
collateral loans to banks and other financial institutions rather Than 
by rediscount of bills of exchange and Treasury bills. 

Limits of Central B.ank as a Controller of Credit 

. The capacity of a Central Bank as the controller of credit is 
limited to the extent that book and trade credits, not derived from 
bank credit, are employed in business. The power to control 
credit of a Central Bank is further curtailed because of the fact 
that not all commercial banks have direct dealings with the Central 
Bank, as in the TJ.S.A. more than one-half of the commercial 
banks with one-fifth of the total resources remain outside the 
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Federal Reserve System. Even if all banks become the members 
of a Central Bank, still there are certain limits to its credit- 
controlling capacity^ 

The ultimate use of bank credit is beyond the control of a 
Central Bank. The Central Bank cannot dictate to commercial 
banks how the Central Bank credit should be used by them, as 
the matter is left to their discretion. The Central Bank credit 
may be employed by a borrowing bank for financing the stock 
of produce brokers, and these funds may ultimately percolate to 
non-borrowing banks for employment in speculative loans. Nor 
can the commercial banks control the purpose for which their 
credit should be used by the customers. AU these factors are 
beyond the pale of central banking control. So the Central Bank 
should try to achieve what is humanly possible. Any attempt on 
its part to overdo its job may precipitate a disaster. 

Central Banks and Business Cycles 

It is held that in most cases banking operations reflect the 
results of cyclical fluctuations in business activity and are 
not themselves the causes thereof, though at times they may appear 
to be^ contributory factors. Banks ordinarily do not take the 
initiative in business finance. In times of boom the customers 
^PPly for loans, advances and overdrafts to the banks for expan- 
sion of their business activities and the banks do meet those 
emands for finance on the merits of each proposal. Moreover, 
aii credit itself emerges partly from the liquid resources of 
usiness concerns, which appear in bank deposits. 

Just after a boom there is the likelihood of a serious credit- 
strain developing. The signs of over-production may appear due 
to the discrepancy betiveen saving and investment. In a period 
of expanding activity and rising prices forward buying may take 
place on a large scale in anticipation of still liigher prices and in 
expectation of higher profits. As a result, a maladjustment may 
ensue from a disparity between production and consumption. In 
such cases how can a Central Bank control the situation ? Bank 
credit cannot alone control the business cycle, since its velocity 
IS so changeable according to the influence of some non-monetary 
actors that their effects cannot be neutralised by monetary 
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action. The Macmiliian Committee ascribed these economic diffi- 
cuities to '■unnsnally large and xapid changes on the part of what 
are rightty described as non-monetary phenomena, these non- 
monetaiy factors again themselves prodneing monetary changes’. 
So it is difficult for a Central Bank to check the business cycle 
fully. But in spite of some handicaps, it may succeed in 
its attempt at control by the timeliness of action as to what to do 
and how far to go. For this purpose, there should be a closet 
co-operation between the Central Bank and commercial banks 
which can see at close range what kinds of money are being placed 
to the credit of customers, how that money is being distributed 
and what changes are taking place in the total and thus can help 
the Central Bank with these material data and information 
to apply quantitative control of bank credit. 

In addition to co-operation between the Central Bank and the 
commercial hanks, there should he a closer co-ordination between^ 
the Central Bank and the capital market in order to prevent the 
evils of over-investment as well as of under-investment. For 
according to Lord Keynes, ‘the sustained enjoymient of prosperity 
requires as its condition that as near as possible the right propor- 
tion of national resources, neither too much nor too little, should 
be devoted to active investment’. 

Besides these, there should be a closer relationsbip between 
the Central Bank and the Treasury in the matter of framing the 
correct monetary policy of a country, as the Government is 
assuming wide powers for the control and regulation of the economic 
activities. The public works policy constitutes an important 
plank in the Governmental programme of mitigating business 
cycles. By retarding investments in times of active trade and 
speeding up investments in times of dedining trade, public bodies 
can help to restore an equilibrium between saving and investment. 
The Federal Reserve Board of the U.S.A. obsen^e tiiat the 
'Government must be looked upon as a compensatory agency in 
this economy to do just the opposite to what private business and 
individuals do.' The Board of the Commonwealth Bank of 
Australia was of opinion that expenditure on public works should 
be’ relatively low in times of prosperity and that plans should be 
ready for expansion in times of depression. The Central Bank 
can help the Treasnry a great deal in pursuing the correct public 
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works policy. Though non-monetary factors responsible for 
business-cycles are outside the radius of Central Banks, there 
should be a combination of public works planning and credit 
control by the Central Bank to achieve jointly whatever is possible 
in this regard. If tlie money market requires pumping in of 
additional credit, the Central Bank can create conditions of easy 
money without an increase in the effective demand for credit, goods 
and services, and in that case the spending policy of public 
authorities •will help the flow of increasing quantity of money into 
active use. 


Control of Price-Level 

The success of a Central Bank in controlling price-level 
is dependent upon the following factors: Firstly, it should be 
possible to construct indices of prices accurately and promptly. 
Secondly, there must exist a close and consistent relationship 
betv’een the quantity of money and the price-level. Thirdly, a 
Central Bank is to achieve expansion or contraction of the 
quantity of money in an exact degree. But in reality such factors 
are not always existent. The construction of index-numbers is 
always subject to some limitations. There is no consistent relation- 
ship between the quantity of money and the general commodity 
price-level, as bank credit is one of many other forms of credit 
required for the purchase of commodities. Cases happen when an 
increase in bank credit is found to be accompanied by a decline 
in the commodity price-level. Moreover, the Central Bank, while 
it observes signs of over-expansion of bank credit, cannot check 
the tendency by the raising of the Bank rate nor b}’^ open-market 
operations, if the prospects of business are bright for the entrepre- 
neurs, investors and purchasers, and if the commercial banks have 
surplus cash reserves. The same thing wll hapjien in a period of 
depression. The Central Banks in different countries could not 
check the falling price, in spite of the application of central bank- 
ing weapons, during 1930 and 1934 to offset the demoralising effects 
of pessimism, distrust, fear of vmemployment, etc. So the Federal 
Reserve Board have rightly opined that it is impossible to 
combine into any single formula the elements of judgment appli- 
cable to var 3 dng credit situations as they arise. It is expected that 
6 
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t , rvwbere the tendency is directly perceptible 

^rnost g|.^tg.ownership of the Central Bank and the 
towards c increasing powers by the Central Bank to 

assumption^ 

control ' operations as a method of credit control 
^me into active use. The popularity of such 
finFC c ^ arises from the decline of the discount rate as 
°^°tastrument of credit control, the growing rigidity of 
Xc economic structure, suspension of the gold stand^d 
^d the adoption of the managed currency and growing 
need for state finance. 

Ihe Central Bank now-a-days avoids direct dealing TOtn 
die public. This restriction of direct dealings with the 
nblic is governed by the following considerations: 

. (a) A Central Bank is to maintain a highly liquid position 
in normal times and is to keep ready for averting 
any emergency. 

(b) If it deals ordinarOy with the public as the commer- 
cial banks do, its liquidity may be affected and as a 
^ Central Bank, it cannot properly expect to discharge 
its responsibilities as a lender of last resort and come 
to the help of the commercial banks in times of 
emergency. 

(c) Direct dealings with the public by a Central Bank 
will involve the responsibility of satisfying the legiti- 
mate credit requirements of these customers and 
when any contraction of credit is to be rigidly en- 
forced, the Central Bank, in such a dual capacity, 
cannot fulfil this function by disobliging its 
customers. 

(a) Direct dealmgs with the public will drag the Central 
Bank into competition with commercial banks. The 
commercial banks may then, with justification. 
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resent keeping statutory deposits \vith the Central 
Bank, which will be applied a|ainst Uiem in com- 
petition for business. 

(e) For stabilising the credit structure, the Central Bank 
is to count much upon the good toU and the co- 
operation of the commercial banks, which it cannot 
afford to gain by open competition with them. 

4. There is a trend towards the centralisation of cash 
reserv'cs on the following grounds; 

(a) WTien bank reserves are centralised in the Central 
Bank, they may be fully used in times of seasonal 
strain and emergency. 

(b) Supplemented by the rediscounting facilities, the 
centralisation of cash rcser\'es promotes economy in 
their use. 

(c) Statutor}’^ centralisation places at the disposal of the 
Central Banks a certain measure of control over 
funds wth which they can operate and also over 
credit. 

Post-war trend in Central Banicing 

5. According to tlie traditional view of central banking, a 
Central Bank is a lender of last resort. Even as a lender 
of last resort, it was very stringent about the eligibility 
for its help. But during and after the war, there has 
been a striking departure from tlie traditional policy of 
central banking and the tendency is definitely tow'ards the 
relaxation of the 'eligibility’ clause and endorving tlie 
Central Bank with numerous other obligations. Paper, 
W’hich was before looked down upon as lacking in 
security and liquidity, has since been declared eligible by 
the Central Bank and new types of securities are now 
accepted by it as collateral for advances. Even the 
Central Bank in most countries has been autliorised to 
grant industrial credit, which was so long a ‘forbidden 
fruit’ for a Central Bank. In the U.S.A. the new' regu- 
lations as to discounts and advances declared finance 
paper, construction loan notes and consumers’ paper as 
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the technique of credit and price-control will improve in future, 
but as matters stand at present, price or credit control may be 
possible in special circumstances and for short periods only. 

Recent Central Banking 

1. Almost everywhere the tendency is directly perceptible 
towards the state-ownership of the Central Bank and the 
assumption of increasing powers by the Central Bank to 
control credit. 

2. Open market operations as a method of credit control , 
have come into active use. The popularity of such 
operations arises from the decline of the discount rate as 

' an instrument of credit control, the growing rigidity of 

the economic structure, suspension of the gold standard 
and the adoption of the managed currency and growing 
need for state finance. 

3* The Central Bank now-a-days avoids direct dealings with 
the public. This restriction of direct dealings with the 
public is governed by the following considerations: 

(a) A Central Bank is to maintain a highly liquid position 
in normal times and is to keep ready for averting 
any emergency. 

(&) If it deals ordinarily with the public as the commer- 
cial banks do, its liquidity may be affected and as a 
Central Bank, it cannot properly expect to discharge 
its responsibilities as a lender of last resort and come 
to the help of the commercial banks in times of 
emergency. 

(c) Direct dealings with the public bv a Central Bank 
will involve the responsibility of satis^ong the legiti- 

, mate credit requirements of these customers and 

when any contraction of credit is to be rigidly en- 
forced, the Central Bank, in such a dual capacity, 
cannot fulfil tins function by disobliging its 
customers. 

(dj Direct dealings with the public will drag the Central 
Bank into competition with commercial banks. The 
commercial banks may tlien, wdth justification. 
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resent keeping statutory deposits with the Central 
Bank, which will be applied against tliem in com- 
petition for business. 

(<j) For stabilising the credit structure, the Central Bank 
is to count much upon the good will and the co- 
operation of tlie commercial banks, which it cannot 
afford to gain by open competition witli tliem. 

4. There is a trend towards the centralisation of cash 
reser\'es on the following grounds: 

(а) \Mien bank rcseia'^cs are centralised in the Central 
Bank, they may be fully used in times of seasonal 
strain and emergenej'. 

(б) Supplemented by the rediscounting facilities, the 
centralisation of cash reserves promotes economy in 
their use. 

(c) Statutory centralisation places at the disposal of the 
Central Banks a certain measure of control over 
funds with which they can operate and also over 
credit. 

Post-war trend in Central Banking 

5. According to the traditional view of central banking, a 
Central Bank is a lender of last resort. Even as a lender 
of last resort, it was very stringent about the eligibility 
for its help. But during and after the war, there has 
been a staking departure from the traditional policy of 
central banking and the tendency is definitely towards the 
relaxation of the ‘eligibility’ clause and endowing the 
Central Bank witli numerous otlier obligations. Paper, 
which %vas before looked down upon as lacking in 
security and liquidity, has since been declared eligible by 
the Central Bank and new types of securities are now 
accepted by it as collateral for advances. Even the 
Central Bank in most countries has been authorised to 
grant industrial credit, which was so long a 'forbidden 
fruit’ for a Central Bank. In the U.S.A. the new regu- 
lations as to discounts and advances declared finance 
paper, construction loan notes and consumers’ paper as 
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If the rediscounting of bills becomes an occasional practice as in 
undeveloped money markets, the market rates may be out of 
touch with the Bank rate and the absence of rediscounting may 
result in the Central Bank remaining out of touch with the money 
market. But it may at the same time be emphasised that 
the growth of rediscounting habits is not restricted by the imdeve- 
loped nature of the mone}^ market. It is quite possible that the 
undeveloped countries may undergo a rapid and extensive deve- 
lopment in the near future when there may be an increased demand 
for bank advances unth the result that banks may be forced to 
rely upon Central Bank credit in an increasing degree. The Bank 
rate may then attain a prominent place in these money markets. 
"There are however certain characteristics which may tend to 
make the Bank rate a less effective instrument of control in these 
money markets than in the industrially advanced countries. 
Many of the countries which have undeveloped money markets 
are also dependent economies, and their position is in some 
respects quite different from what may be called dominant 
economies. In the latter the pace of activities is set mainly by 
domestic factors, i.e., a burst of investment activities at home, 
though these may be reinforced by the position of the balance of 
payments. As the pace of actirnties quickens under the impact 
of internal facotrs and the demand for bank advances rises, banks 
may not be in a position to meet this demand unless their cash 
balances -increase at the same time. There is nothing in the rise 
of investment activuties at home to cause an increase in their cash 
reserves. They may get hold of additional cash balances in two 
ways, viz., by selling a portion of their security holdings in the 
market, and by rediscounting bills, or borrowing from the Central 
Bank. A rise in the Bank rate will cause difficulties in both these 
direcUons. The banking system may therefore be influenced by 
the Central Bank action through changes in the Bank rate. In a 
dependent economy, however, the pace of activities is usually set 
by the state of foreign trade especially by the level of export 
prices. So the same factors which ^ve rise to increased demand 
for bank advances also cause an increase in the foreign balances 
of the banks. The latter may easily replenish their local cash 
balances by selling these foreign funds to the Central Bank In 
so far as the Central Bank aims at keeping the rate of exchange 
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steady, it will have to supply the banks with cash balances. Banks 
may therefore be enabled to avoid borrowing from the central 
bank and escape the restrictive effects of a change in the Bank 
rate in the upward directions.” (Dr. S. N. Sen) 

Another factor is that these dependent economies are not 
international banking centres. They may attract to some extent 
capital but they have not succeeded in becoming the holders of 
large amounts of short-term balances from other countries. The 
amount of foreign funds which they can import is determined by 
the position of their balance of trade. These countries, being 
mostly debtor countries, cannot expect any temporary relief by 
raising the Bank rate w»hen faced with an adverse balance 
of payments. 

The ideal conditions for the succ^s of open market opera- 
tions are three, namely, the existence of a broad and active secu- 
rity market or a bill market, the maintenance of fixed cash reserve 
ratios by banks and the absence of rediscounting or borrowing 
from the Central Bank. The first two factors are absent in these 
markets. There is only one favourable factor that banks have 
not yet got into the habit of rediscounting with or borrowing freely 
from the Central Bank. In spite of these difficulties, open market 
operations have been successfully carried out by the Central Bank 
even in the imdeveloped money markets. Such operations have 
succeeded in forcing a policy of caution on the banks in t^vo 
ways, viz., by depleting their already meagre cash reserves and 
by making it risky for them to realise their investments in 
a falling market. The Reserve Bank of India has success- 
fully carried on these operations and the Commonwealth Bank of 
Australia has also adopted the same policy of giving "judicious 
support” to the Government securities market. The Common- 
wealth Bank has succeeded in cushioning the effects of movements 
in the volume of overseas assets upon the volume of money in 
the cotmtry through sales and purchases of securities. Similarly, 
the Reserve Bank of India has also succeeded in this direction. 
It is quite clear that in these Countries, movements in overseas 
assets and in the balance of payments, which formerly affected 
the volume of currency and bank deposits, no longer exercise the 
same influence and their impact has been neutralised by open- 
market operations. In Australia when international reserves con- 
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to co-operate with one another to taclde the monetary 
problems on an agreed basis. This co-operative spirit 
amongst Central Banks has found expression in the 
fonnation of the International Monetary Fund and 
International Bank for Reconstruction and Develop- 
ment. 

Problems of Central Banking in UNIlR^^^LOPED 
Money Markets 

The existence of undeveloped money markets complicates the 
task of a Central Bank due to a varieiy of factors. One is the 
absence of a call-loan market which leads to the result that banks 
do not get into the habit of keeping a fixed ratio between their 
cash reserves and deposits. As in such cases there occur consi- 
derable fluctuations in the reserve ratios of banlcs, the Central 
Bank is required to undertake open market operations on a large 
scale in order to influence the policy of tlie banks. But such 
large-scale sales or purchases of securities may not be possible in 
undeveloped money markets. The absence of a bill market 
is another handicap of no less magnitude. As has been observed 
before, a bill market helps the CentTM Bank by providing short- 
dated instruments for the investment of its funds and thus enables 
it to exert pressure on the money market through the process of 
withdrawal of funds as the bills mature. In the absence of such 
a market the Central Bank finds difficulties in taking off funds 
from the market. 

The extent of integration between the different sub-markets 
is comparatively small in these markets. These sub-markets can- 
not therefore be controlled by the Central Bank through operations 
designed to influence the banks. For example, in India the 
money market consists of two parts, viz., the money market as 
dominated by the banking system and the bazar composed 
of shroffs, indigenous bankers and others. As these two parts 
have not been properly integrated, the influence of the Reserve 
Bank is more or less confined to the first market. If banks 
habitually rediscount with or borrow from the Central Bank in 
developed money markets, a higher or lower bank rate is likely 
to be followed by similar changes in the rates charged by them. 
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control. The South African Reserve Bank decided to 
this type of business earher and to discount sound trade bhl 
make its bank rate influence the finance of the ^^.„pctable 
declared its willingness to accept deposits from P , . 
parties. Such commercial banking has been reconunen ^ 
certain quarters to be undertaken by a Central Bank to e e 
necessary for establishing regular, daily contact with ^ e 
market, and for influencing money rates and the finaiici 
of the banks. Under the scheme envisaging the creation o a 
market, the Reserve Bank of India has also made such a vance^ 
to some scheduled banks against usance bills and/or time p o 
missory notes of the latter's constituents. This scheme, if succes 
ful, ^vill enable the Reserve Bank to be in constant touch wi 
the money market. _ 

There is a large section of opinion in many coimtries rv i 
supports the principle of the positive control of bank credit by ® 
Central Bank. The Central Bank in the new countries shou 
undertake the task of controlling or even influencing the flow o 
capital and credit into particular industries. "The tendency for 
the lop-sided distribution of credit is to be found in the less deve- 
loped economies. One important characteristic of most of these 
countries is their reliance upon the production of a few commo- 
dities for export. This may induce the business men to concen- 
trate their activities on the already known lines of production and 
so neglect the development of new industries. Moreover, these 
countries seem to be determined to crowd into the compass of 
5 to 10 years the developments that took 50 or more years in the 
older countries. The authorities should naturally like to retain 
in their hands control over tlie misuse or misdirection of 
the limited resources." 

In an undeveloped economy the Central Bank should have 
powers to regulate and control the activities of commercial banks. 
In the undeveloped countries and indeed in the industrially deve- 
loped countries as well, the functions of Central Banks have not 
ended with the achievement of control over tire commercial banks. 
They ha* , '* —“Si ** assume some more responsibility for 

encourt^ ^ ’ -aking the financing of the develop- 
ment d " ' oountty. "This has involved not 

only • ■^•influence of Central Banks 
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siderably increased during the post-war period, the Commonwealth 
Bank neutralised the effects of such a large inflow of funds by 
calling upon trading banks to deposit their surplus funds in 
Special Accounts with the Bank. The technique of influencing 
the economic system through appropriate variations in the long- 
term rates of interest is yet to be developed. In order to popu- 
larise Government securities amongst the investing public by 
augmenting the liquidity of the security market, some Central 
Banks in undeveloped money markets have been required to set 
up a sort of Stabilisation Fund out of their owm resources and 
use this fund to mitigate or moderate sharp fluctuations in the 
prices of securities. For example, the Central Bank of Argentina 
created in 1936 an Intervention Fund aggregating 33 million pesos 
for the purpose of mitigating abrupt oscillations of the market. 

A similar step was also taken by the Norges Bank in 1938. This 
Fund may impart liquidity to the security market and make it 
possible for the Central Bank to undertake open market opera- 
tions on a larger scale than before. Some Central Banks are autho- 
rised to issue their o\vn securities in the market "at a time when 
the bank’s portfolio of such government securities is small, or if its 
holdings do not have the maturities or other characteristics desired 
by the market”. The Central Bank of Argentina adopted in 
1936-37 the practice of issuing certificates of Participation in 
Long-term Bonds and in gold and foreign exchange to the com- 
mercial banks to absorb the surplus funds of the market resulting 
from the revaluation of gold and the extremely large favourable 
balance of trade. These techniques do not, however, solve the 
fundamental problem of a Central Bank arising from the limited 
capacity of the local security markets, or from the existence ok con- 
siderable fluctuations in the cash reserve ratios of the commercial 
banks. 

In undeveloped money markets the method of variable 
reserve ratios may be profitably used to supplement open-market 
operations. Recourse to this method does not involve any loss 
of earning assets on the part of the Central Bank adopting as well 
open market operations. It has the virtue of keeping undisturbed 
the security market. There Is another reason for preferring this 
method to open market operations in the undeveloped cotmtries. 

Some of these countries do not possess a dominant money market 
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Ukc (bat of J^julon, but a ntimbor of ntoncy markets situated in 
difforcnl ureas. Tlierc is no centralised, sensitive money marlcel 
keeping in toudi wiib every part of the country. Tiuuc is usually 
a lack of integraiiost betr^een the money markets of tire dlies, 
and the strjAlIer towns anti other areas. Ikcatisc of the existence 
of stock maikcts in the big cities like Bombay or Calcutta, the 
open m.trkcl operations of the Central Bank may have to 
be coisfmed to tlu'sc markets. The repercussions of a pure-base 
or sale Imnsactiou in those markef-s may take some time to mach 
the interior places. The ristricUvc or e.xpan^ivc waves launched , 
from the big cilins will reach the interior but with a considerable 
time-lag and in concidcmbly diminished forces. A raising or 
lowering of the reserv'c ratio; will immediately affect all parts of 
the country. To that extent it is likely to prove more effective 
in the undtvelojHid market-, than open-market openilions,” In 
the upward phase of the trade cycle wfven the foreign demand 
for their exports is Itfgii. and tk.o overseas assets arc rising, it be- 
comes necessary to conscrs'c ^nfndcnl resource.-, to enable 'the 
country to p.iss the inevitable recession in foreign demand with- 
out subsi.antial cuts in incomes and employment. One way to do 
tlus would be to raise the resi'rvc ratio at a suffidontly early stage 
to slow* down the pace of credit creation by the banks. AnoUrcr 
possible occasion may Im the large scale influx of capital into these 
countries, such as happened in South Africa in 19}7 and 1948 
containing the possibility of a barge expansion of bank credit, 
vhen the Central Bank may raise the rcscrx'c ratios as a corrective 
measure. The Australian syslcnr of .special accouirts goes in some 
respects further than the method of variable icscjw'e ratios. The 
former sy.slcm is more effective in establishing tire control of the 
Central Bank over each bank than the latter nietliod. "The 
method of variable reserve ratios, with the power of fixing diffewent 
ratios for particular groups of banks on special occasions, 
will prove cboctivc in acbiexdng .all the objects secured by tlic 
working of this system." 

It lias been argued that in an unde.velopcd economy, a Centra! 
Bank should conduct a ccrtaui amount of direct biisinc-ss witli 
the money market. A Central Bank should have the autlioritj^ 
to enter the market, and to deal -with whom it likes. This it shall 
do, not for profit-earning purposes, but for purposes of credit 
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control. The South African Reserve Bank decided to undertake 
this type of business cEirlier and to discount sound trade bills to 
make its bank rate influence the finance of the country and also 
declared its willingness to accept deposits from respectable 
parties. Such commercial banking has been recommended in 
certain quarters to be undertaken by a Central Bank to the extent 
necessary for establishing regular, daily contact with the money 
market, and for influencing money rates and the financial policies 
of the banks. Under the scheme envisaging the creation of a bill 
market, the Reserve Bank of India has also made such advances 
to some scheduled banks against usance bills and/or time pro- 
missory notes of the latter’s constituents. This scheme, if success- 
ful, win enable the Reserve Bank to be in constant touch with 
the money market. 

There is a large section of opinion in many countries which 
supports the principle of the positive control of bank credit by the 
Central Bank. The Central Bank in the new countries should 
undertake the task of controlling or even influencing the flow of 
capital and credit into particular industries. "The tendency for 
the lop-sided distribution of credit is to be found in the less deve- 
loped economies. One important characteristic of most of these 
countries is their reliance upon the production of a few commo- 
dities for export. This may induce the business men to concen- 
trate their activities on the already known lines of production and 
so neglect the development of new industries. Moreover, these 
countries seem to be determined to crowd into the compass of 
5 to 10 years the developments that took 50 or more years in the 
older countries. The authorities should naturally like to retain 
in their hands control over the misuse or misdirection of 
the limited resources." 

In an undeveloped economy the Central Bank should have 
powers to regulate and control the activities of commercial banks. 
In the undeveloped countries and indeed in the industrially deve- 
loped countries as well, the functions of Central Banks have not 
ended with the achievement of control over the commercial Banks. 
They have been obliged to assume some more 'responsibility for 
encouraging and even undertaking the financing of the develop- 
ment of the resources of- the country. "This has involved not 
only attempts to extend the sphere of influence of Central Banks 
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into the comparatively inaccessible or inadequately organised 
brandies of the short-term market, but even incursions into the 
domain of long-term finance, which is traditionally regarded as 
lying outside tire proper interests of Central Banks.” In Australia 
the Central Bank has taken a direct part in financing agriculture. 
The Commonwealth Bank grants loans to the primary producers 
on overdraft terms in its Central Banking Division and has also 
been required to set up a separate Rural Credit Department for 
this purpose. The latter is an agency for the grant of loans on 
special terms to co-operative associations and marketing bodies. 
The Bank also maintains the Industrial Finance Department and 
dispenses industrial credit. India and South Africa have followed 
the British example of establishing separate institutions with the 
participation of the Central Bank, commercial banks and other 
financial organisations. Neither the Industrial Finance Corpora- 
tion of India nor the National Finance Corporation of South Africa 
is a subsidiary of the Central Bank. 

Note-Issxje 

There are two schools of thought about the principles of note- 
issue. One school represents the currency principle and the other 
the banking principle. The exponents of the currency principle 
hold note-issue as an economical substitute for coins and in order 
to ensure convertibility of these notes, enjoin cent per cent 
backing of gold. They recommend that note-issue should be 
restricted to the amount of gold held by the Issuing Authority 
and that the volume of note-issue will expand or contract accord- 
ing to the inflow and outflow of gold into and from the country. 
In any case they hold that note-issue should not exceed the 
quantity of gold tying with the Issue Department. This vtU act 
as a check upon the propensity on the part of the Issuing Autho- 
rity to permit over-issue of notes, which may ultimately lead to 
loss of confidence in the currency. But the cliief defect of this 
school is that under this principle the currency system lacks 
elasticity, which is so indispensable a factor for meeting the 
exigencies of altered circumstances in the money market. 

The exponents of the banking principle hold that, instead of 
keeping cent per cent metallic reserves against note-issue, it will 
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be expedient to keep a certain proportion of the outstanding note- 
issue covered by metallic reserves. This principle is derived by 
them from their experience in banking which requires only a certain 
percentage of cash reserves to meet the obligations to the depositors, 
for the depositors do never uithdraw their entire deposits at a time 
simultaneously with others. On the same principle, the metallic 
reserves against note-issue are determined. They are of the 
opinion that by this device the currency system is made dexible 
and responsive to the demand of trade and commerce. The total 
monetary circulation can be expanded or contracted according to 
the needs of trade, which can be best judged by the bankers and 
financiers. 

The solution will lie in a happy combination of the two 
principles. The currency principle was adopted in the Bank 
Charter Act of 1S44 in England but had to be discarded in favour 
of the banking principle in course of time. On the whole, the two 
principles insist on the necessity for the maintenance of adequate 
reserves against note-issue. 

Different systems have so far been evolved to regulate note- 
issue, namely, (1) Fixed Fiduciary System, (2) Maximum Fiduciary 
System, (3) Proportional Reserve System, and (4) Foreign 
Exchange Reserve System. Let us examine the relative merits 
and demerits of each system. 

Fixed Fiduciary System — Under this system the Central Bank 
is permitted to issue notes up to a certain fixed limit without the 
backing of gold reserves. This uncovered limit is called fiduciary, 
but it is backed by Government debts or securities, though not by 
gold coins. As soon as the limit is exceeded, it must be backed 
by 100 per cent reserve in gold. This system has been adopted in 
Great Britain which permitted note-issue to the limit of ^£14 million 
without gold backing under the Bank Charter Act of 1844. It 
was subsequently raised to £260 million in 1928 and later on to 
£300 iriillion in 1939 and to £1250 million in 1944 to meet the 
currency demand of changing circumstances. The idea is to 
impart through this system an elasticity to the currency structnre 
of the country. But that elasticity is partial and cannot go far. 
After that lumt the elasticity exhausts itself and the currency be- 
comes inelasbc in the sense that beyond the fixed limit it cannot 
expand in response to trade requirements but is subordinated to 
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the consideration of increased gold rescn’cs. Besides this, in 
times of emergency the law regarding the fixed limit may have to 
be suspended. As for example, in times of war the Act is to be 
suspended to provide for the issue of notes beyond the limit to 
meet the mounting war-expenditures. Moreover, this sj^stem 
entails an unnecessary locking up of gold as cover. The I^Iac- 
millan Committee pleaded for the abolition of this system because 
of the above defects. 

Maximum Fiduciary System This system fi.xes the maximum 

limit up to which the Central Bank can issue notes without any 
metallic reserve and that maximum limit is subject to alteration 
according as circumstances demand. This system was in vogue 
in France before 1928 and was strongly recommended by 
the Macmillan Committee for adoption in Great Britain. The 
Australian Banking Commission (1937) made the same re- 
commendation. It wll leave to the Central Bank tlic discretion of 
determining the limit, in the light of the monetary requirements 
of the country, without being bound by the statutory provision of 
legal reserves. Lord Keynes subscribes to this view in his Treatise 
on Money and recommends the delegation of such discretion to 
the Central Bank of the countiy', which is better able than others 
to put its finger on the pulse of the finance of the country. 

Proportional Reserve System . — Under tliis s 3 'stem the Central 
Bank is to maintain a certain percentage, generally varying from 
25% to 40% of gold reserves. This system was adopted in France 
after 1928 and was recommended for adoption in India by the 
Hilton Yormg Commission. Later on this recommendation was 
accepted by the Government of India and incorporated in 
the Reserve Bank of India Act. Under this system if the ratio 
of gold reserve to note issue is fixed at one to three, thep three 
notes can be issued against one gold coin. Similarly when one 
gold coin is withdrawn, three notes wiU have to be can- 
celled, whereas in the other system one note has to be cancelled. 
This involves an excessive contraction of currency and is likely to 
set in motion the deflationary forces, which might prove detri- 
mental to the country’s financial position. Sometimes this sj'stem 
leads to a perplexing situation in which the gold reserves, even 
when held, cannot be availed of for conversion of notes. Suppose 
ihat one-third of the note-issue is to be held in gold reserves as a 
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Statutory obligation and the Bank is maintaining just the 
minimum reserve, one note is presented for conversion. Iii such 
a case one gold coin cannot be exchanged as the reserve avill then 
fall below the statutory limit. The sj^tem is similar to the regu- 
lation that there must always be one cab at the station so that 
passengers could always be sure of getting one. Suppose there 
is only one cab and a passenger alights. The cab cannot leave 
the stand and the passenger’s position would be the same as if 
there were no cab at all. 

Foreign Exchange Reserve Sysietn . — The Central Bank is 
authorised in some countries to hold part of its reserve in foreign 
exchange, including foreign currency, deposits in foreign banks 
and bills. In our country the Reserve Bank of India can main- 
tain part of its reserves in sterling bills, which means an economy 
of gold. In Germany which made a combination of the 3rd and 
4th sj'stcms in Reichs Bank could allow the reserves to fall below 
the legal ratios provided a tax on the deficit was paid. 

The Right Principle of Reguiation 

One of the striking features in recent central banking legis- 
lation is the reduction of the legal reserve ratio with a view to 
providing greater elasticity' in the employment of primary reserves. 
During the decade 1922-32 there was a noticeable tendency to- 
wards the raising of the legal reserve ratio of the Central Banks 
up to 40% or even more. But such an increased reserve require- 
ment was not without its disadvantages. In order to maintain a 
large cover-r<^rvc the Central Bank had to employ most of its 
resources rvith the result that sometimes it became unable to pro- 
vide an adequate reserve of international currency. The cover 
requirement is intended to support national currency and to 
stabilise internal credit, while the international currency function 
was needed to meet the discrepancies in the international balance 
of payments. It does not necessarily follow that with the increase 
in the legal reserves against note-issue, the credit of the Central 
Bank will be comspondingly strengthened, for the public in 
general arc indifferent to die question of the cover of bank-notes. 
Gradually opinion has cry'stallised in favour of a substantial re- 
duction in statutory reserves with the idea of xdeasing for other 
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more^productive- purposes ‘/tile metallic reserves, wliich would, 
otherwise have; remained blocked..' The plea for such reduction 
was also :raised. by 4he.,,Gold Delegation Committee, and the 
Monetary: and Economic, Conference, which was held in London 
in;.1933, reCdrhmerided the ..reduction , to 25%; level; Since 1933 
the tendency has rew'ed , towards lowering the legal ratio. The 
Baiik' of Canada adopted a minimum statutory reserve ' ratio of 
only -25%, the National Bank of Denmark. 25% j , the 
Nationai Bank of Copenhagen 30% as the minimum cover. 

. : .■;;With' the outbreak of the war in 1939 the Governments of 
the . respective warring nations were faced witli the problems of 
meeting soaring war-expenditures and of releasing gold and ex- 
change reserves for meeting foreign payments rvithout causirig.^any 
internal contraction of currency. Accordingly, in many, countries 
legal- reserve ratios were relaxed or abolished. As for example, in 
Germany,. Italy and Greece they were abolished before; the war 
and in- Canada they were suspended in 1940./ In England- the 
fiduciary liirut of ;^300 million was raised even up to £1250 .million- 
in December, 1944, which shows that , the fiduciary, limit may be, 
exceeded, whenever necessary. - In 'Belgium, again, the reserve/ re-; 
quirehaents had to be suspended in 1944 for utilisation , of 'the 
gold-stocks for reconstruction purposes. .In the D.S.A., the reser\'e 
requirements of the Federal Reserve ' Banks were .reduced to 
a' .uniform level . of 25% in gold certificates against . Federal 
Reserve Notes in circulation and deposit liabilities by an Act of 
Congress, June, 1945. The recent move is, therefore, initiated^ 
tow'ards the adjustment of coyer requirements to' the increased note 
circulation, instead of circulation being adapted- to -^the /legal 
requirements. , . - / 

The right course should- be to lay do-wn that the .amount of 
metallic reserves should bear no relation , to the ; volume > of rioter 
issue. But to impose .a- check on the -propensity -to cover issue . of 
notes, it is at the same- time desirable. to fix. the maximum -limit' 
of, the issue, which should be .well, above the; average ampunt/of. 
note-circulation and subjeet tp revision from, time to time. . More-, 
over, in order to create. .public confidence, it should -be 'necessary, - 
to decree, that theii.bank'/ should., hold /the rninimum -/metallic; 
.reserves required for the puipose.'/.It'-’is'now 'being'inc’reasihgly 
. recognised that the credit of alCehtfal; Bank- dependspdt , so much 
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on its ‘Cover’ reserve as on its international ‘Currency’ 
reserve, which should be built up with all possible care 
and economy of internal reserves, to adjust the discrepancy in 
the balance of pajnnents. The determination of these reserves 
should be left to the discretion of the Central Bank. 

Inter-Relations of Central Banks 

An individual bank is compelled — unless it is prepared 
to allow its reserve ratio to be modified (up or down) — to keep 
step v/ith the other banks of the system including the Central 
Bank. They can all march forward together and they can all 
march backward together. But a single bank cannot move unless 
the others move too ; for otherwise its loss or gain of reserve re- 
sources will rupture its reserve ratio. The discretion of the Central 
Banks in respect of their lending policies is conditioned by the effect 
of these policies under reserve, whether these policies are causing 
them to draw reserve resources from or to lose reserve resources to 
their neighbour Central Banks ; and there is a similar pressure on 
them to keep step unless they are prepared to see their reserve 
ratios modified. 

The reserve ratios of the Central Banks are not so rigid as we 
have found them to be in the case of member banks. In the first 
place the Central Bank has not, generally speaking, a resort open 
to it for the rapid replenishment of its reserves corresponding to the 
member banks’ facility for discounting directly or indirectly with 
the Central Bank. To the extent that Central Banks maintain 
balances abroad or interest-bearing assets other than gold, which are 
of such a character that they can be quickly sold to other Central 
Banks, the analog}' between the position of a Central Bank and that 
of a member bank is somewhat closer. In the second place, the 
Central Bank is not aiming at a maximum profit as we have 
assumed that a member bark is. Thus all accounts of considera- 
tions of public policy of national advantage may influence it to keep 
a reserve in excess of the minimum required by law and even in 
excess of that tequlred by reasonable prudence. It follows, there- 
fore, that the reserve ratios of the Central Banks-are capable of wide 
fluctuations. 

Between Central Banks there is a form of competition. 
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Changes in the relative bank rates of different national systems 
may affect the flow of an important fringe of international 
financial business from one place to another according to the 
rates obtainable. Here is a floating body of claims on interna- 
tional reserve resonrces which any individual Central Bank is able 
to bid for when it is suffering an excessive loss of its own reserves. 

Over short periods a Central Bank has a greater discretion 
for the ainount of bank money which it creates than a member 
bank has; firstly, because it is more willing to vary its reserve 
ratio ; secondly, because in some cases more of its creations come 
back to itself and go on doing so for a long period ; and thirdly, 
because the offer of competitive rates of interest wherewith to divert 
financial business as between itself and other Central Banks is 
available to it as a regular and open expedient for the protection 
of its reserve resources. Since, however, the latitude of a Central 
Bank is limited in each of these directions, there are three things 
which it has to watch if it is to be sure of being always able to 
meet claims maturing against it in the hands of the foreign mone- 
tary system, namely, (1) its reserve ratio, (2) the effect of its lend- 
ing policy on the balance of trade on income account, (3) the effect 
of its lending policy on the movements both on long-term and 
short-term international loans. In an international system a 
Central Bank can pursue this policy within narrow limits and for 
short period ; where larger changes and longer periods are con- 
cerned its policy is necessarily governed by the policies of all the 
other Central Banks. But apart from small movements and short 
periods its Central Bank is necessarily governed by the average 
policy of the Central Banks as a whole. An international system 
works particularly badly if the Central Banks which are strong 
enough to dominate for a time the general tempo and to set the 
pace for the others use their power to promote national policies 
which are out of keeping with the requirements of the international 
position as a whole. 

International Monetary Fond and International 
Bank for Reconstruction and Developjient 

The International Monetary Fund commenced its operations 
from 1st March, 1947. The Fund is vitally interested in the ^ 

7 
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blems o£ international payments. It lays down certain standard 
of behaviour to which the members of the Fund will have 
to conform for the purpose of the promotion of exchange stability, 
the maintenance of orderly exchange arrangement and the avoid- 
ance of competitive exchange depreciation. It was intended pri- 
marily for the correction of the fundamental disequilibrium in the 
balance of interest payments and for the attainment of a high level 
of international trade and investment on a multilateral basis. It 
was one of the diverse instrumentalities for the achievement of inter- 
national co-operation on matters of monetary' problems on an agreed 
basis. The Fund’s objectives can be attained only when the pro- 
ductive capacity of the war-devastated countries is restored to a 
point where equilibrium in its balance-of-payments position is 
established. 

After the end of the war the world is faced wth the stupen- 
dous problem of reconstruction. Production has marked a 
significant fall in almost all the countries. In Europe and the 
Far East the flow of production is interrupted by lack of raw 
materials and the necessity for replacement of old equipment. 
The world trade has undergone a radical change. Exports from 
all countries, with the exceptions of Canada and U.S.A., have 
fallen off. But in the U.S.A. and Canada exports were 40%- larger 
in volume than before the war. The income derived from invisible 
exports has shrunken to a low level in the U.K.. partly because 
of the liquidation of external resources and the destruction of 
direct investment during the war. On the whole there has been 
a serious disturbance in the balance-of-payments position of the 
world. 

Grants by Governments to meet relief and rehabilitation needs 
from'the end of the war to the middle of 1947 amotmted to about 
$7,7 bilhon excluding civilian supplies to Germany. Of these 
U.S.A. contributed 74%, U.K. 17% and Canada 4%. Large 
Governmental credits have been made’availablc to finance recons- 
truction to the extent of $13 billion. These credits were exhausted 
quickly in ii'iew of higher prices and greater dependence on imports 
of food and coal etc. The monetary reserves of the rest of the 
world were gradually depleted for meeting the continuous deficit 
in the balance of pay'ments with the U.S.A. It is not phy'sicaUy 
possible for the International Fund to meet the financial require- 
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ments of post-war reconstruction, the magnitude of which appears 
to be far greater than was foreseen in 1945 and 1946, unless other 
Governments extend additional aid. It will be unfortunate if the 
• existing flow of aid remains immobilised due to lack of goods, 
essential for the promotion of productive capacity. The member 
quotas in the Fimd have since been increased by 50%. 

To supplement the work of the Fund, the International Bank 
for Reconstruction and Development was constituted for the fol- 
lowing purposes ; 

1. To assist in the reconstruction and development of terri- 
tories of members by facilitating the investment of capital 
for productive purposes, including the restoration of 
economies destroyed or disrupted by war, the reconver- 
sion of productive facilities to peace-time needs and the 
encouragement of the development of productive facilities 
and resources in less developed countries. 

2. To promote private foreign investment by means of 
guarantees or participations in loans and other invest- 
ments made by private investors ; and when private 
capital is not available on reasonable terms, to supple- 
ment private investment by providing, on suitable condi- 
tions, finance for productive purposes out of its o^vn 
capital, funds raised by it and its other resomrces. 

3. To promote the long-range balanced growth of inter- 
national trade and the maintenance of equilibrium in 
balances of payments by encouraging international invest- 
ment for the development of the productive resources of 
members, thereby assisting in raising productivity, the 
standard of living and conditions of labour in their 
territories. 

4. To arrange the loans made or guaranteed by it in relation 
to international loans through other channels so that the 
more useful and urgent projects, large and small alike, 
will be dealt with first. 

5. To conduct its operations with due regard to the effect of 
international investment on business conditions in the 
territories of members and, in the immediate post-war 
years, to assist in bringing about a smooth transition from 
a war-time to a peace-time economy. 
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Capital . — ^The Authorised Capital of the batiks is 
S 10,000,000,000 in terms of U.S. dollars of the weight and fme- 
ness in effect on July 1, 1944. 

20% of the capital shall be called up for the time being and 
the remaining 80% in times of necessity. Payment of subscrip- 
tions for shares shall be made in gold or U.S. dollars and in the 
currencies of members up to certain limits. Shares shall not be 
pledged or encumbered in any manner whatever and they shall be 
transferable only to the Bank. 

The Bank’s subscribed capital has increased from $7670 
million to $8224-5 million. 

The capital to be paid up is to amount to 20% of the Bank’s 
subscribed capital. The remaining 80% is subject to call when 
needed. The Bank has obtained permission from the U.S.A. and 
Belgium to use for lending purposes its paid-up capital. 

The Bank’s guarantees, participations in loans or direct loans 
must not exceed 100% of the unimpaired subscribed capital, re- 
serves and surplus of the Bank. 

Constitution . — The Bank will be managed by a Board of 
Governors consisting of one Governor and one alternate appointed 
for 5 years by each member. The Board shall select one of the 
Governors as Chairman. The Board may delegate to Executive 
Directors certain powers with some exceptions. The Board shall 
determine the remuneration to be paid to Executive Directors and 
the salary of the President. 

The Executive Directors’ number will be 12, of whom 5 will 
be appointed by each of the five members holding the largest 
number of shares and the remaining 7 by the rest of the members. . 
The Executive Directors shall be appointed or elected every two 
years. The Executive Directors shall be responsible for the con- 
duct of the general operations of the Baiik. The Executive 
Directors need not usually be Governors. 

The Executive Directors shall select a President who shall 
not be a Governor or an Executive Director. The President will 
be the Chairman of the Executive Directors. » 

The Bank possesses certain immunities from taxation, seizure 
of its assets, and privilege of communications and freedom of assets 
from restrictions. 

The members of the International Monetary Fund shall be the 
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members of the Bank as well. Any member may withdraw at any 
time by giving a notice to the Bank. 

Operations of the Bank 

Acceptance of Risk — Since one of the primary purposes of the 
Bank is the revival of private foreign investment, it is obvious that 
the Bank must not refrain from making loans simply by reason 
of the general economic and political uncertainties which at present 
obstnict the free flow of private capital ; indeed one essential 
objective of the Bank’s loans is to help to remove these general 
uncertainties and to establish conditions in which private capital 
will be once more able to play its part. Nevertheless, the Bank 
cannot make imprudent loans. 

The Bank shall use fimds in a w'ay which %vill result in the 
greatest possible increase in productivity in the shortest possible 
time. 

The Bank Avill undertake limited commitments. When a loan 
has been made, the proceeds are made available to the borrower 
only against evidence that the goods or services to be paid for with 
those proceeds are witliin the purposes of the loan- 

The investigation of the Bank into the loan-application will 
not only cover the programme or project for which the funds are 
sought, but all important aspects as well of the borrower’s eco- 
nomic position. In so far as the prospects of the soundness of 
any loan are affected by condition of political instability or un- 
certainty in the borrowing country, those political conditions must 
be taken into consideration. 

S 

The Bank’s function is to provide a catalyst by which pro- 
duction may be gradually stimulated and private investment en- 
couraged. Its fimds must be used for financing programmes or 
projects which will eliminate bottlenecks to production, stimulate 
revival or development of industry and agriculture, rehabilitation 
and reconstruction of the entire economies. Or in other words, 
the funds of the Bank should be invested prudently from the 
standpoint of the investors and wisely from the standpoint of the 
world. It must help to raise the level of the world’s production, 
no matter whether it results from a development or reconstruction 
project. 
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In the first instance, the Bank lays emphasis upon the prob- 
lems of European recovery, where productive capacity and skills 
already exist and they may be put to work if new machinery and 
replacement of equipment are furnished. The recovery of Europe 
is designed to promote the expansion of economies of other repons. 
Though appreciable progress has been achieved in the restoration 
of the productive economies still Europe is faced with serious bottle- 
necks like shortage of food, fuel, and manpower. Less undeve- 
loped regions must fulfil the following conditions before they are 
eligible for loans from the Bank; 

1. They must improve their credit position by clearing up 
their external debt records. 

2. They must introduce a sound budgetary system and a 
sound monetary system which are necessary for maxi- 
mising production. 

3. Flow of capital (private) must not be subjected to in- 
equitable and restrictive legislation. 

The Bank can solve in part the stupendous problem of recons- 
truction. There must be continued assistance from other sources 
like Marshall Plan. 

Loans for- electric power development were made to Brazil, 
Columbia, Iceland, South Africa and Uruguay ; for the expansion 
of transportation facilities to Australia, Columbia, Ithiopia, 
Nicaragua, South Africa, Thailand and Turkey ; for flood control 
and irrigation to Iraq and Thrdland ; and for agricultural machi- 
nery and grain storage to Nicaragua and Turkey. The Bank has 
continued its use of the comprehensive survey mission as a means^ 
of drawing up broad recommendations for a country’s economic 
development. 

In May, 1951 the Bank sold £5 million of its own bonds in 
the London Investment Market, and thus for the first time added 
to its lendable resources of pounds sterling by tapping private 
investment funds. In January, 1951 when the Bank made a loan 
to the Union of South Africa for the development of transporta- 
tion facilitiw eight American commercial banks simultaneously ex- 
tended to the Union Government a credit of §10 million for pur- 
poses related to the Bank's loan. The two loans were, in effect, 
one Credit transaction in which the Bank and private investors co- 
operated. India has also got several loans from the Bank to 
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^finance the expansion of steel production, shipping, river valley 
project, etc. 

The need for care in tlie planning of economic development 
exists at all times — ^regardless of economic trends and shifts in 
economic relationships among nations. The main instniment of 
all development is accelerated capital formation. The Bank has 
always emphasized that economic development is a continuous 
process, and that its success depends to a large extent on the ability 
of the countries themselves to mobilize their total resources suc- 
cessfully and to use them to the best advantage. It may be 
stressed that many advantages are to be gained by under- 
developed countries if they begin the admittedly difficult task 
of formulating their long-run developmental aims wth an unbiased 
appraisal of the relative urgency and the technical feasibilitj'- 
of the various parts of their programmes. It is equally important 
for diem to base their plans on sound monetary and fiscal 
policies. Objective and careful planning can greatly accele- 
rate the speed of economic ’development Moreover, the full utili- 
zation of a country’s ability to make effective use of its own 
resources wll contribute substantially to its ability to service 
foreign loans. 

Except for the early reconstruction loans, the Bank’s lending 
operations have been concentrated in the field of basic utilities. 
An adequate supply of power, communications and transportation 
facilities is a pre-condition for the most productive application of 
private savings in new enterprises. It is also the first step in the 
gradual industrialisation and diversification of the imder-developed 
jcoimtries. Special categories of loans are those made to existing 
newly established credit institutions to provide them with foreign 
exchange resources which they in turn can put at the disposal of 
private borrowers engaged in small or medium-sized business. The 
Bank’s purpose in making this type of loan is to encourage private 
initiative in activities which can do much to increase production 
and improve living standards. 

The speed of development will depend upon the effectiveness 
vvith which economic resources throughout the world are allocated 
and used ; upon the skill with which development programmes are ‘ 
designed ; upon competence in administration of specific projects 
and of policies affecting development ; upon the success with 
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which developing countries mobilize domestic capital ; and upon 
the determination of both the advanced nations and the under- 
developed nations to give economic development its proper 
emphasis. 

The Bank made total loans of $ 703 million during the year 
ended the 30th June 1959. Member countries have been invited 
to double their capital subscriptions. The authorized capital of , 
the Bank has been recommended to be increased from $ 10 billion 
to $ 21 billion. The membership of the Bank has increased to 68. 
Half the year’s new loans at $ 354 million were made in Asia and 
the balance was made up of S 136-5 million in Latin America, 
SllO-6 million in Africa and S 102 million in Europe. The pattern 
of lending laid emphasis on the strengthening of basic sendees. 
Development of electrical power received the utmost attention. 
Transportation came next and the bulk was lent for railway im- 
provements including $ 85 million for the Indian Railways. Loans 
for industry aggregated $ 149 million, largely for steel, paper and 
mining. The Japanese steel industry benefited largely from these 
loans. The Finnish chemical pulp industry and Italian chemical 
industry also were granted loans. 

The high rate of Bank lending necessitated new borrovdngs 
totalling $ 432 mfllion. One new bond was sold in the U.S.A. and 
three-quarters of the total were borrowed from investors in other 
countries like West Germany, Belgium, Switzerland, etc. 

The Bank has also been providing technical assistance and 
liaison to several member countries. It is also ruiming the 
Economic Development Institute for the training of staff. 

For several years the Bank has been paying greater attention 
to the needs of under-developed countries. Power loans to the 
tunc of $ 25 million were sanctioned to India in 1958 to be re-lent 
by the Government of India to the Damodar Valley Corporation 
while another loan of S 25 million was .proposed to be re-lent to 
the Bombay State Government for the purpose of constructing the 
Kojna hydroelectric power plant. 

CRlTiaSJI OF THE BANK 

The Bank has often been criticised for its bias in favour of the 
borrowers vis-a-vis creditors, as the International Monetary Fund 
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came in for much criticism for its pro-crcditor and anti-debtor bias. 
It is said that the Banlc will be at the mercy of the borrowers who 
will virtually be controlling its funds. 

Another criticism that has been levelled against the Bank is 
tliat as the 13.S.A., tlic onl 3 ' creditor country of the world, has a 
predominant voiee in its affairs, it cannot be called an international 
institution in the tnie sense of the term. 

It has been contended that tire Bank will oust private foreign 
lending altogether. But such a contention is not true, as the 
purpose of the Bank is to encourage private foreign investment and 
not to supplant it. 

It is avidely held Uiat the Bank has been started to rehabilitate 
the economies of European countries only and it has no intention 
to promote the cause of tlie undeveloped Asiatic countries. The 
Bank is to remove this apprehension by ready assistance to Asiatic 
countries as well. Mr, B. Rama Rau, the cx-Goyemor of 
the Reserve Bank of India, in the eleventh annual meeting of the 
Boards of Govemore of the International Monetary Fund and tlie 
International Bank for Reconstruction and Development stressed 
the fact that tlie countries of Asda arc possibly in greater need o 
urgent economic development than many others, Tliey are engaged 
in this task to the limit of their resources and have now no shortap 
of projects which are eligible for financing by the Bank, is, 

therefore, ripe for a substandal share in tlie lending operahons of 
the Bank. Ho further emphasised the need for eliminating the 
special 1% interest rate. 


Professor Triffin's views otr international 
liquidity and the role of the Fund 

According to Professor Triffin. the most fundamental defi- 
cienci' of the present system and the main danger to its u ure 
stability lie in the fact that it leaves the satisfactory development 
of world monetary liquidity primarily dependent upon an ad- 
mittedly insufficient supply of new gold and an admittedly danger- 
ous and haphazard expansion in the short-term indebtedness of the 

key countries. , , 

The reserve deficiency for the next decade, over f 
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prospective additions to reserves in the form of gold, on the rates 
of grovdh of trade, ranges from 3% to 6% a year- The gap 
hehveen required normal additions to reserves and prospective addi- 
tions to reserves in the form of gold should not be filled by larger 
international holdings of dollar or sterling balances or any other 
national currencies as the growth of these foreign balances 
weakens the net reserve positions of these countries. The present 
position is unstable because of the large amounts of dollars and 
sterling held as reserv^es. . 

The use of gold as a major component of international reserves 
has hardly any economic justification. The use of national 
currencies economise^on the use of gold but this use was "deve- 
loped haphazardly under the pressmre of circumstances than as a 
rational act of creation”. This development gives rise to the risk 
of run on currencies and of flight to gold. 

The world is in need of an international organization to create a 
new type of reserve, one with an international character to replace 
all exchange reserves Held in national currencies. The members 
should hold reserves in only two forms, viz., gold and deposits 
wth the I.M.F, and should agree to accept transfers of these depo- 
sits in the settlement of their balance of payments accounts. They 
should keep a certain percentage of their gross reserves in the 
form of deposits with the I.M.F. Gross reserves are to be 
•defined as gold, net creditor claims previously accumulated on 
the I.M.F. and other liquid or semi-liquid foreign exchange hold- 
ings, i.e., primarily dollar and sterling balances. Members would 
have to deposit all official holdings of any national currencies 
that they did not convert into gold. These additional deposife 
could be used freely to make all international payments. Such 
deposits Avith the I.M.F. would be used along with gold and be 
fully equivalent to it in international pa 3 nnents and should enjoy 
an exchange guarantee. The I.M.F. should be empowered to 
create new deposits on the basis of loans or investments in its 
member countries. 

The substance of Professor Tiiffin's proposal is to make the 
I.M.F. "a central bank for central banks, with the responsibility 
and authority to do for central banks internationally what central 
banks now do for commercial banks nationally”. 

(Source; IMJ-. StaS Papers, May, 1961, Vol. Vm, No, 2). 
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The International Finance Corporation 

The above Corporation As-as formed in July 1956 with an autho- 
— j capital of $ 100 million. A number of countries which are 
members of the International Bank for Reconstruction and Deve- 
lopment have joined the l.F.C. The Corporation seeks to promote 
economic development by : 

(1) Investing in productive private enterprises in association 
with private investors and wthout Government guarantee 
of repayment in cases where sufficient private capital is 
not available on reasonable terms ; 

(2) serving as a clearing' house to bring together investment 
opportunities, private capital (both foreign and domestic) 
and experienced management ; 

(S) and helping to stimulate the productive investmenC of pri- 
vate capital, both domestic and foreign. 

The Corporation is to operate as an affiliate of the I.B.R.D. 
up to 1960. It made new investments to the extent of about 
$ 45 million in 36 countries raising the total to S 195 million. The 
Corporation usually invests in soundly conceived and well-managed 
enterprises ; investments are made on terms which are likely to ^ 
produce reasonable profits in the event of success. Of the 36 enter- 
prises so far financed, 21 are locally owned, 10 are ventures of 
joint local and foreign ownership and 5 are subsidiaries of foreign 
finns. 



CHAPTER IV 


NATIONALISATION OF BANKING 

Central banking has not yet reached a final and settled status. 
It IS passing through a phase of evolution under pressure of 
•world events and international situation. The art of central 
banking, which was practised before the beginning of the second 
%vorld war, has undergone a revolutionary change in its concept 
and technique after the conclusion of the war. The changes have 
been brought about, firstly, by the strain on Government finances 
imposed by the prosecution of the war ; secondly, the urge for 
liquidity to meet the fluid circumstances ; thirdly, the increased 
need for payment of foreign imports and other expenditures 
abroad. With the end of the war economic planning and full- 
employment policy came into limelight, when the status and struc- 
ture of the Central Bank had to be reviewed against that back- 
ground. In England, the Labour Government, when installed in 
power, felt the necessity of abolishing the idea of keeping politics 
and finance separate and with that idea they took the first step 
to nationalise the Bank of England, which, to quote the words of 
Mr. G. H. H. Cole, possessed the tradition of “a great city institu- 
tion, belonging to the world of high finance rather than to that 
of Government and proud of its independence vis-a-vis the state”. 
It was further recognised that no Government could cany out 
its monetary policy if the Central Bank of the country stood in 
the way. And to achieve that objective the Bank of England 
had to be nationalised. 

Apart from the structural changes introduced by the Bank 
of England Act, no attempt was made to effect any revolutionary 
chan°e. Ratber scrupulous care was taken to keep unimpaired 
tlie ddicate structure of central banking mechanism, which was 
*ol\ed in England m course of more than tao centuries. This 
T the present “Court” vnth reduced number of Directom 

c retained instead of being replaced by a panel of advisers as 
^^\ustraUa. It aiigued in certain quarters that the catalogue 
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of changes was no changes and the Bank of England in 1946 will 
not differ significantly from that of 1945. Let us now examine 
the few changes wrought by the said Act; 

1. Before the passing of the Act, the Bank of England 
retained its separate existence from the Treasury. In the 
event of a disagteement between the two, the voice of the 

' Government did not always prevail, as was demonstrated 
in 1931 when the Bank called upon the Government to 
reduce its unemployment expenditure. Politically the 
Bank was independent of Parliamentary control. The 
Labour Government felt that tlie last word should lie with 
the Treasury in respect of financial policy and accordingly 
the change was effected in this respect. 

2. So long the credit of the Bank of England was allowed 
to grow independently of the credit of the British Gov- 
ernment, but henceforward 'the credit of the Bank of 
England will be tied to the apron-strings of the British 
Government’. 

3. The next important change, which evoked much criticism, 
relates to the insertion of Clause 4 Sub-section 8 whereby 
the Bank of England Avas empowered to request informa- 
tion and make recommendations to bankers as well as issue 
directions with the concurrence of the Treasury. (In 
practice the initiative in making enquiries is left to the 
Bank of England — ^not to the Treasury and the Bank 
would need specific authority to enforce any request or 
recommendation,) This clause raised a storm of protests, 
inasmuch as it might be used to infringe the legitimate 
secrecy of the bank-customer relationship and to exercise 
powers of control over joint-stock banks in furtherance 
of the policy of the -Labour Government. After much 
discussion it was decided to add a sub-Section that no such 
request shall be made Avith respect to the affairs of any 
particular customer of the bank. Still under this clause, 
the Bank of England will have authority to direct other 
banks to apply their resources in particular channels of 
inA^cstmcnts, v;hich, in the opinion of the bank and the 
Government is necessary 'in the interest of a planned 
priority Avitb a AdeAv to securing full emploAunent and 
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building up export trade and other necessarj' elements’ of 

the national economy. 

Nationalisaiion of Central Banks . — From the planned policy 
of full employment it is desirable that there should be a closer 
relationship between the Government and the Central Bank than 
is obtainable if it remains a shareholders' bank. In the present 
age, the Government is often to undertake deficit spending •with 
a view to promoting full employment. For this purpose the rate 
of interest should have to be kept stable. The control over the 
rate of interest is exercised by the Government, not in its capacity 
as a 'borrower’ but in that of a ‘controller’ of the Central Bank. 
Besides this, the post-war world is visualising schemes for inter- 
national co-operation and collaboration on all vital matters affect- 
ing the peace and prosperity of the world. As for example, the 
'World Bank and the International Monetary Fund have been set 
up. As such organisations rest on the consent of the respective 
Governments, the Central Banks will function as mere agents and 
instruments of their respective Governments. So the positive co- 
operation of Central Banks with their Governments in the circums- 
tances may have to be ensured by nationalising them so that they 
may -form an integral part of the public machinery of economic 
regulations in the field of international as in that of national affairs. 

In many countries the Central Bank has been nationalised. 
The Commonwealtii Bank of Australia was brought imder public 
control by the passing of the Commonwealth Bank Act in August, 
1945. The Bank of France was similarly nationalised. The 
,, Reserve Bank of New Zealand is an outstanding example of a. 
nationalised Central Bank as from April, 1936. The Bank of 
Canada was established in 1935 as an entirely private shareholders’ 
bank. By the Bank of Canada Amendment Act of June, 1938, 
the Bank was nationalised. Reference may be made to Denmark’s 
National Bank, which has also been nationalised by the law of Ith 
April, 1936. On the whole, the trend is towards increased state 
control and partidpation in the policy of the Central Bank. 

Nationaltsaiion of the Reserve Bank of India.— From the 
foregoing discussion we have observed a perceptible tendency 
towards the state-ownership and control of the Central Bank of 
a countiAn Banks which were originally founded as private share- 
holders’ banks had to be converted into nationalised institutions 
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ia later years for greater interest. Naturally opinion has now 
definitely crystallised in favour of nationalising the Reserve Bank 
of India. The National Planning Commission also opined in 
favour of state-ownership of the Reserve Bank of India. In the 
budget-speech of 1947, the then Finance Member announced the 
policy of the Government to nationalise the Reserve Bank of India. 
-Accordingly the Reserve Bank of India was nationalised on the 
1st January, 1949 under the Reser\'e Bank (Transfer to Public 
Ownership) Act, 1948. 

Nationalisation of Commercial Banking . — ^By nationalisation 
of banking is meant the state-ownership of banking in general. 
Soon after the conclusion of the second world war there has been - 
a perceptible drift from uncontrolled laissez-faire policy to a policy 
of socialism based on controlled economJ^ Since banking forms 
an important sector of economic activities, there is a growng 
^demand for the regulation of the banking trade by the state, which, 
ultimately culminates in a demand for the socialisation of banking. 

In recent years the Bank of England, the stronghold of century- 
old indirddualism, the Bank of France, bred so long in the same 
school of laissez-faire like England, the Central Bank of Czecho- 
slovakia and the Commonwealth Bank of Australia having been 
nationalised, the issue about the nationalisation of the Central 
Bank of a country has been more or less settled. But the demand 
docs not end there, but has gathered momentum for the nationalisa- 
tion of the commercial banks as well. 

Mr. Sayers discusses this problem under the following heads : — 
(1) EfiBciency Issue, (2) Integration Issue, and (3) Monetisation 
Issue, (4) General Socialisation Issue, and (5) Transition Issue. 
These heads exhaust the arguments of the protagonists of 
nationalisation. 

Arguments for . — The protagonists of nationalisation hold that 
nationalised banks will be discharging their functions more 
efficiently than the joint-stocks under private management. Under 
private control the banks, the protagonists maintain, 'do not do 
their work of distributing loanable funds and transferring deposits 
as efficiently as a public institution would do it’. They opine that 
banks when nationalised will be functioning with greater economy 
than under private management. 

The Integration Issue turns upon the adequacy of the weapons 
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which the Central Bank should possess to control banking in 
general. If the Central Bank is chosen to be nationalised, integra- 
tion, according to them, implies the nationalisation of the com- 
mercial banks. Otherwise nationalisation will not produce the 
desired results. 

The third argument in favour of the bank-nationalisation is 
this that if the Central Bank of a country has preponderant reasons 
to be nationalised because of its being the creator of money, which 
should be the e.\clusive prerogative of the state, then the joint- 
stock banks should, for the same reasons, be nationalised as they 
are also the creators of money. 

The fourth argument is that if socialism has come to stay, 
what objection might there be to nationalise the banks in general, 
as otherwise the process of transition from capitalist to a socialist 
form of economic organisation by nationalising the key-industries, 
might be hampered by the independent policies pursued by these 
private banks? The supporters say that the ‘independent banks 
might sabotage socialisation by refusing to lend or at least dis- 
criminating against industries already socialised’. 

On counter (1) to (4) the net advantage in favour of nationalisa- 
on IS substantial enough to make it worth-while enduring the 

pains of any financial crisis which the process of nationalisation 
might precipitate. 


Arguments Answered . — Antagonists hold that as soon as the 
a pass into ^ the hands of the Government, xed-tapism, 
nr^ucracy, routine, proverbial delay in the disposal of urgent 
^ the requirement of the meticulous observance 

arise and as a result, efBdency will 
•xv ^ ^ course of business, speed is to be matched 

have so far^ ®^J'^ces and the banks under private management 
It is not ®PPy combination of speed and efficiency. 

dlSbulrif f to make a proper 

'“Sr ^ ~ ^ 

banks ire n, ' ^t cannot be proved tbat these 

weakening Zr pStion ifZ aLSS^ 

ment to onen ^ tendency of banks under private manage- 

ment to open branches at too many geographical pLts, as it wL 
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m a spirit of competition with other banks. But this objective 
can be achieved by increasing control being given to the Central 
Bank of the country, to checlc indiscriminate opening of branches, 
as has been done by the Banking Companies (Restriction of 
Branches) Act, 1956, since replaced by Section 23 of the Banking 
Companies Act, 1949, in India instead of nationalising all the 
banks. Competition between banks is confined to the quantity 
and quality of service. Mere nationalisation will not settle the 
choice in this regard. 

The argument that independent joint-stocks are not amenable 
to control by the Central Bank and that for the sake of more effec- 
tive control those banks should be nationalised is subject to coimter- 
arguments. The Central Bank possesses other weapons whereby 
centralised control is possible commensurate with much autonomy 
for the individual banks. The methods of control exercised by 
the Federal Reserve Banks in the U.S.A. over member-banks are 
sufficient proofs of the adequacy of control. The scheduled banks 
in India are gradually coming under the increasing control of the 
Reserve Bank of India. The authority given to the Reserve Bank 
of India to inspect any bank is a potent weapon for enforcing 
control. The Banking Companies Act, 1949, invests the Reserve 
Bank of India with wide powers. So control may be enforced in 
an increasingly effective manner even with nationalisation. 

As the banks ^vill always prefer to lend against Government 
securities in consideration of their liquidity and safety, they shall 
have no objection to lend to socialised industries which will then 
be as good as state-securities. 

Trend, in Foreign Countries . — In England though the Central 
Bank has been nationalised, the joint-stock banks have been still 
under private ownership and management. But in order to 
exercise effective control over commercial banking, the Bank of 
England has been invested wth wide powers under clause (4) of 
the Bank of England Act, to request information from and make 
recommendations to bankers as well as issue directions, if autho- 
rised by the Government provided that no such request or recom- 
mendation shall be made with respect to the affairs of any parti- 
cular customer of the bank. Thus it is expected that the Treasury, 
the Central Bank and the clearing banks would have to pull well 
together. 

8 
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But the French Government did not 'stop merely by nation- 
alising the Bank of France. On the contrary, the Government 
proceeded to the extent of nationalising the four deposit banks, 
namely, Credit Lyonnaise, Societie General Comptoir-d’, Escompte 
and Banque National pour le Commerce et 1’ Industrie. The 
shareholders rvill not be paid all at once but over a period of 50 
years. The shareholders will no longer have any say in the 
management of those banks, which will henceforth be managed 
by a Board of Directors composed of 12 members to be nominated 
by the Government after providing for due representation of the 
following interests: — (1) Industry, commerce, and agriculture ; (2) 
trade-unions ; (3) the Bank of France and other public credit institu- 
tions ", (4) persons with banking experience. As the above four 
deposit banks command 55% of the country’s total deposits, they 
were first of all nationalised leaving out for the time being the other 
deposit banks, which may gradually be nationalised. In Czecho- 
slovakia also banking in general has been nationalised. 

After weighing the pros and cons of nationalisation, it is 
problematic to say whether nationalisation of banking as a whole 
will produce better results. Sayers rightly observes that this is 
a matter for the politicians, and not the economist, to dedde. If 
the politicians decide upon a general policy of nationalisation, it 
is argued that banking should be nationalised after the major key- 
industries are socialised. The problem will then boil down to the 
choosing of the timing of bank nationalisation and not to the choos- 
ing between private and nationalised banks. It is apprehended 
that bank-nationalisation will lead to the extinction of an indepen- 
dent race of bankers whose advice and services are worth having. 

Should Indian Banks be Nationalised? 

In India private enterprise and initiative have not yet exhaust- 
ed their utility. There is enough scope for private initiative in 
India which is yet to be fully exploited to develop the country 
economically. In our country there was no individualism in its 
developed form. The only "ism” that existed in our country until 
before the 15th Augi^t, 1947 was British Imperialism. Naturally 
under the crippling influence of Imperialism, individualism in its 
true sense could not gain any foothold in the Indian soil. So that 
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stage has not been reached in our country when we can say that 
private enterprise and initiative have outlived their utility and so 
without aby risk, may be totally abolished/ Mr, R. K. Shan- 
mukham Chetty, the ex-Finance hlinister observes, ‘Today and for 
many years to come there will be need for public enterprise and 
private industries’. From this observation it will appear that the 
necessity for private enterprise is still recognised as a potent influ- 
ence for unleashing the productive forces, which still lie dormant. 
Besides this, nationalisation cannot be enforced overnight, for 
which purpose some preparatorj' processes arc to be undergone. 
An industry becomes fit for nationalisation when it has attained a 
developed stage, which may be called the stage of maturity. But 
in our country banking is admittedly undeveloped and has to travel 
a rvide distance to reach that stage when we can safely say that 
banking has been fully developed. Before that it will be a pre- 
mature step to think of nationalisation of banking in general. 

Besides the above difficulty, the problem of nationalisation is 
exceedingly complicated in our country for more than one reason, 
as our country is so vast and the population so large. As. against 
nine or ten trading banks in Australia, six or seven big banks in 
France, we have in our country over 730 banking companies, 
about lOO of which are scheduled banks. Their interests are 
varied and complicated, and their liquidation, pajunent of com- 
pensation, and other kindred matters involved in a scheme of 
nationalisation \vill be too exacting and brain-racking for the 
Government, which is already preoccupied with major issues requir- 
ing immediate solution. There is an acute scarcity of trained 
personnel who can shoulder the additional burden of the task of 
bank-nationalisation. So the paucity of trained Government staff 
is a hindrance to the execution of a policy of bank-nationalisation 
in the present situation. ^ 

Moreover, there is no guarantee that the standard of banking 
will improve through the magic-spell of nationalisation in com- 
parison with what we find today under private management. The 
supporters of nationalisation could not advance cogent argiunents 
to show how it could improve the quality of banking. On the 
contrary, it may be argued that if the Central Bank of the country 
is given wide powers of control over private banks and banking 
activities are regulated in conformity with a well-framed Banking 
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Act, the standard of banking may be raised without the help of 
nationalisation. In our country informed quarters arc of opinion 
that the stage has not yet been set for bank nationalisation. They 
would rather reconunend the amalgamation of small banking units, 
with which our country is dotted, to form a few strong banking 
units, instead of wholesale nationalisation. Amalgamation by way 
of the merger or absorption of small banking units is more suited 
than nationalisation to the existing circumstances in India. So in 
our opinion nationalisation should wait till the countrjf is fully pre- 
pared for it. But the Economic Programme Committee appointed 
by the All India Congress Committee under the chairmanship of 
Pandit Jawaharlal Nehru, Prime Minister of India, at its meeting 
on January 22, 1948 and January 26, 1948 recommended that 
banking and insurance should be nationalised. The latter has, 
however, been nationalised in 1956. 



CHAPTER V 


BANKING IN DIFFERENT COUNTRIES 
BANK OF ENGLAND 

The Bank of England is the oldest Central Bank of the world. In 
popular terms it is known as the "old lady of Thread Needle Street”. 
It was founded in 1694 by an Act of Parliament and a Royal Charter 
under the name of the "Governor and Company of the Bank of 
England”. It is the pivot and centre of English banking and holds 
a unique position in the monetary system of the world. 

The Bank was managed by a Court of Directors composed 
of a Governor, Deputy Governor and 24 other Directors elected 
by the shareholders. The tenure of the office of the Governor and 
the Deputy Governor was for a period of two years in each case. 
The Governor and his Deputy were the Chief Executives of the 
Bank. The Court meets every Thursday and disposes of impor- 
tant matters like policy-framing, determination of the Bank Rate 
of Discount etc. 

The Bank was granted the monopolistic right of note-issue in 
1708. The most important legislation affecting the Bank of 
England was passed in 1844 whereby the Bank was divided into 
two Departments, namely, the Issue and Banking Departments. 
Under the Act, the Bank could issue notes without cover to the 
maximum limit of £14 million and could increase this fiduciary 
issue in proportion to two-thirds of the amount withdrawn, should 
any bank choose not to issue any note. The Bank was to publish 
a weekly statement in a prescribed form. It was obliged to buy 
gold at the fixed price of £3-17s.-9d. per standard ounce and to sell 
gold in bars at the mint price of £3-17s.-10Jd, per ounce. 

Subsequent crises developing in 1847, 1857 and 1866 pointed 
to the inelastic nature of the fiduciary issue fixed by the Bank Act 
of 1844 and to cope with those crises the provisions of the Act had 
to be suspended making way for a further increase of the fiduciary 
issue. The Great War of 1914 disclosed the rigidity of the Act 
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of 1844, wIbcIi proved a failure in the war situation. So the Act had 
to be virtually suspended and the situation was met by the issue of 
currency notes in denominations of £l and 10s. by the Trcasurj', 

In the year 1918 the Cunliffc Committee was appointed to 
investigate into the conditions of currency and foreign exchange in 
Great Britain and recommended a certain measure of elasticity in 
the currency system. Those recommendations were given shape 
by two Acts, viz., the Gold standard Act of 1925 and the Currency 
and Bank Notes Act, 1928. Under the latter Act, the fiduciary 
issue of notes was raised to /260 million, subject to further altera- 
tion after consultation between the Bank authorities and the 
Treasury. The Bank was authorised by the Treasury to increase 
its fiduciaQ' issue to £275 million as from the 5th August, 1931. 
The authority given by the Treasury to exceed the maximum limit 
is required to be laid before both the Houses of Parliament. 

The Currency and Bank Notes Act, 1939 introduced a notable 
change in the system of note-issue. Under that Act the assets 
constituting the backing of the Bank’s note-issue have to be 
revalued every week at market prices and any discrepancy between 
the two is to be made up not by the adjustment of note-issue to the 
assets, but by the reverse process of adjustment of assets to the 
outstanding note-issue by transfers of gold or securities to and from 
the Exchange Equalisation Account, as the case may be. 

The Bank rate provides a potent weapon in tire armoury of 
the Bank of England for carrying out its functions and pursuing 
its nionetary policy. The Bank rate is the rate at which the Bank 
of England discounts the bills of exchange. In times of financial 
stringency when the bill-brokers do not ordinarily obtain finance 
from the joint-stock banks, they go to the Bank of England for 
rediscounting of bills. In such a position the 'market is in the 
Bank . Before the first world war the Bank rate was the instru- 
ment predominantly used by the Bank to influence the credit 
po ’ey. Now-a-days, it is being supplemented by other devices. 
Air. Alontague Norman, the ex-Govemor of the Bank of England, 
behwed that' the internal effect of a change in the Bank rate was 
much more psychological than real. 

The Bank of England increases or decreases the Bankers' 
balances and thus extends or dirmnishes the basis of credit by 
open market operations. 
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v ■- Besides teing .'the- Government’s Banker, the Bank of England 
acts as' a- Bankers’, Eaniv by keeping their balances and rediscount- 
ing ’.their bills in 'Bme -Of. necessity. The Bank renders a useful 
service by settling Clearing House balances on behalf of the clear- 
ingvbahks. ^ It . does not compete in any way with the joint-stock 
b'anks':and operates in -.the country through nine of its branches. 

. It '- receives ; deposits .'and opens drawing account for a person 
properly - introduced. - The Bank discounts bills for its customers 
and makes advances on approved sccurifa’es. Interest and dividend 
on customers’ securities are . collected, for which no service charge 
is .made. ' ' . , . 

, - The Bank of England is proving its usefulness by subscribing 
to 'the- capital of some corporations providing agricultinral ,a.nd 
industrid Enance. It is gratifying to learn that the Bank has kept 
pace with the march of events bj^ discarding the traditional policy 
of central banking and has now actively associated itself with tlie 
economc regeneration of the country. Its organismg a subsidiary 
company, namely the Securities Management Trust Ltd., to a^ist 
industrial re-organisation in November 1929 was an eloquent 
testimony to its growing awareness of the country's needs and its 
changed role. • _ , . - , • 

Structural Changes Introduced by the 
Banic of England Act, 1946 

The above Act provides for the transfer of the e.Kisting capital- 
stock of the bank to the Treasury ; for the appointment by the 
Crown of a Governor, a Deputy Governor and Directors,' for enabl- 
ing the Treasury, after consultation wth the Governor, to entrust, 
the management of the Bank to a Court of Directors, reduced frorn . 
24 to, 16, ; and for enabling the Bank to request information and. 
make reconunendations to the bankers, . . . . 

Under fte terms of compensation stock-holders of .the l Bank 
will receive ^£400 of new .Government stock for every ;£100 of the . 
Bank of Engldid,. stock - held. . Government . stock ‘ vrilT, bear ' the , 
rate of 3% per aiinuiii which is reducible by the Gdvefnriieht .option ; 
only -after April 5, ,-.1966, .thus gu^anteeing; stock^holders a 12%, 
return for the next, 20 yeark-Hhe.same as.they hfye.heen gettiiig - 
for,,the' past 20 years. ' " ' ■- 
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The Bank will pay to the Treasury each half-year the equi- 
valent of what the Treasury must pay to the holders of new Govern- 
ment stock and thus nationalisation is a little more than a book- 
keeping transaction. 

The term of the Governor and Deputy Governor has been 
extended up to five years instead of 2 years which was the rule 
previously. 

The Chancellor of the Exchequer will be responsible for 
the banking policy and promises have been given that there 
shall be no day-to-day interference in the administration of the 
Bank. 

The effect of the above provisions whl be hardly visible to the 
general public. Significantly on this matter the Chancellor of the 
Exchequer states that the measure brings into legal form what has 
long been an accepted practice. The legal position will be that 
in an extreme case of disagreement between commercial banks, the 
Bank of England and the Treasury, public interest can be made 
to prevail ovet banking interest, and the Government which can 
be criticised in Parliament, will have final responsibility which most 
people believe that it should have, and in practice it long has had. 
The Act might have more implication for commercial banks, since 
the above provisions nught mean almost anything. 

Acceptance Houses 

These business houses, as the very' name suggests, are speci- 
alised in accepting bills drawn by their affiliated concerns or cons- 
tituents against, goods exported by them to different parts of the 
world. These firms were originally merchants and became bank- 
ers at a later stage of their existence. Most of these merchant 
bankers are of foreign origin and their business connections were 
in foreign countries. How these have merged their personalities in 
England and their interests are bound up with the fortunes of this 
country. They have correspondents abroad and specialise in the 
geographical distribution of their business. These houses are 
-mostly parmership firms and the partners themselves are respon- 
ible for the loss or profits of these concerns. Their experience and 

'• ittcy of contact with clients put them in an enviable position 

the money market. 
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They maintain accounts with the Bank of England but their 
working accounts are kept mostly with the clearing banks. They 
borrow money from the clearing banks occasionally and lend these 
out to the money market for a short period. Their functions are 
in the main the following: 

(а) the receipts of deposits from their clients, 

(б) operations in foreign exchange, 

(c) the acceptance of bills. 

Some of them, like Samuel Montague & Co., are bullion- 
brokers and some act as issuing houses as well. These houses 
submit periodical returns of deposits held by them On account of 
foreigners to the Bank of England and invest these funds in 
purchasing bills in the London market and also in Treasury bills. 

Before the last Great War foreign exchange business was 
transacted practically by these merchant bankers. Still to-day 
they do a considerable arbitrage business in foreign exchange. 

The most important part of the business is the acceptance of 
bills. The purchaser of imports opens a Letter of Credit with 
a merchant banker against which the foreign seller can draw’ bills 
supported by the bills of lading, insurance policy and invoice, 
which will create securities acceptable to the accepting houses. 
Such business requires a highly specialised degree of knowledge 
of foreign markets and conditions, and of the nature and sale- 
ability of the commodities against which credits are granted and 
also a shrewd judgment of the financial position and general 
creditworthiness of the clients to whom credits are granted. 

Merchant bankers accept, /irsi, against goods which are import- 
ed into this country, t.e.. Great Britain ; secondly, against goods 
which are exported from one overseas country to another overseas 
country ; thirdly, against exports from this country ; fourthly, and 
recently to a growing extent, against goods produced and for sale 
in this country, or during process of export ; fifthly, drafts in anti- 
cipation of the issuance of a loan ; sixthly, bills drawn against the 
sale from here to the U.S.A. of stock exchange securities which 
are attached to the bill : seventhly, bills drawm by the hire-purchase 
financing institutions against credits granted by these institutions 
for instalment buying ; eighthly, bills are still drawn occasionally, 
in anticipation, for instance, of the shipment of cotton ; ninthly, 
bills drawn against the shipment of bullion. 
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These houses do also accept internal bills but the deposit 
bankers do not look with favour upon the practice of acceptance 
of the internal bills by the merchant bankers. The merchant 
bankers’ business is, by accepting a bill, to provide the seller with 
the means of obtaining cash from the discount market or from his 
deposit-bank at a cheaper rate. For this acceptance they do charge 
some commission. 

These acceptance houses have been criticised from time to time 
for providing a channel for the influx' of some foreign short-term^ 
balances in London, which being 'hot money' are considered to be 
detrimental to monetary stability. Sometimes they are also criti- 
cised for some of their activities like the financing of foreign 
domestic trade, which accenWates the keenness of competition with 
the English business men. 

With the decline in foreign capital issues, anticipatory hills, 
finance bills, considerable shrinkage in the volume of interpprt 
trade and entrepot trade, the future of the acceptance houses is 
obscure. Their banking side is also faced with a great set-back 
due to the incidence of the death duty and the limited supply of 
exceptionally effldent personnel. It has rightly been said that 
''rahatever the future may bring forth the degree of intimacy 
'lohich has existed between merchant bankers and their clients is 
a part of city business life, the disappearance of -which could only 
have cause for regret"' . 


Discount IIarket 

The discount market holds a unique position in the money 
market of Great Britain, the counterpart of which is not visible 
in any other country. The discount market is one which lives by 
borrorring liquid fiinds for the purpose of investment in bills rvith 
the right of recourse, in times of need, to the Central Bank. It 
provides the clearing banks with bills to be kept in their portfolio 
having vai^dng maturities. Secondly, it produces an outlet for the 
short-term funds which seek investment. "The business of the dis- 
count houses is carried on mostly by borrowed funds, while their 
owned capital is used as d margin. 

pie discount houses borrow money from their bankers on a 
short term like a day, a week or at call. They are in a position 
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to repay the borrowed money at a short notice, as they have access 
to the Bank of England for rediscounting their bills in times of 
necessity. Thus these discount houses act as intermediaries 
between the joint-stock banks and the Bank of England, as the 
latter’s rate influences the money market indirectly through the 
discount houses. When money is recalled by the joint-stock banks 
from the discount market, tliese funds will go to some other quarters 
and the discount houses will tap again these sources for borrowing 
of funds. The ultimate lenders are the bank-depositors and the 
discount houses provide the lenders TOth an added security either 
by endorsing the bills or guaranteeing them. The discount houses 
purchase bills covering consignments of hemp, hides, food, hessian 
cloth, etc. The discount brokers have extended their business by 
discounting such bills against which the Bank of England will be 
prepared to advance money to the discount market. Consequent- 
ly, the discount houses have taken largely to dealings in Govern- 
ment securities, especially the short-dated securities of the British 
Government. They feel inclined to make profits by ‘jobbing’ in 
these bonds, i.e., by selling at a high price and repurchasing them 
when the market falls. Sometimes they add to their profits by ‘ 
'jobbing' in money as w'ell, i.c., by borrowing at a low rate and 
lending out the same to the money-brokers on the stock exchange 
at a higher rate. Now-a-days. it may be said that "the discount 
market, which formerly was mainly concerned as a chaxmel for 
providing the means by which a considerable part of the trade — 
particularly the international trade of the country was financed 
— ^has become largely a part of the machinerj' for facOitating short- 
term Government finance”. The function of the pre-war (1914) 
discount market was to handle commercial bills, of which business 
the members of the market had a highly specialised knowledge. 
To-day this is only a part, and possibly not the major part of the 
business of the market ; other part is the making of profits out of 
operations in Treasury bills and short-dated Government securities. 
Unless commercial bills are increased and greater interest is shown 
in the negotiation of bills connected mth hire-purchase or instal- 
ment buying, the discount brokers will be left nath depleted sources 
of business and the inevitable result will be the amalgamation of 
some such houses or elimination of some. It was pointed out by 
tlie Chairman of Alexander’s Discount Co. Ltd. in 1938; 
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"Our discount business consists in the main of obtaining 
money from the bank at a ^ per cent and emplojung it in the 
purchase of Treasury bills at a price which averaged in 1937 
1/16 per cent. I need hardly tell you that a margin of about 
Is. 3d. per cent does not cover our working expenses, let 
alone provide a dividend for our share-holders.” 

"The London discount market is the most remarkable 
feature of the city, and is an institution which has no equi- 
valent in any other centre. It forms a sort of reservoir whose 
waterline registers the ebb and flow of monetary' currents. The 
circle of houses which specialises in the practice of discounting 
constitutes a market wherein the offers of and demands for 
bills ard adjusted against the offers of and demands for money 
on day-to-day or short notice. They are the intermediaries 
through which the markets, the money market and discount 
market can communicate and complement each other. 


FEDERAL RESERVE SYSTEM IN THE U.S.A. 

The financial crisis that took place in America in 1907 indicated 
the desirability of a centralised banking organisation in that 
country. It was then felt that in the absence of a Central Bank 
it was not possible to control any financial crisis by affording 
succour to the banks in times of emergency. Accordingly a 
Monetary Commission was formed in 1908 to consider this question. 
On the basis of the recommendations of that Commission the 
Federal Reserve Act of 1913 was passed. 

The Federal Reserve System was established mainly with a 
view 'to furnish an elastic currency, to afford means of rediscount- 
ing commercial paper, to establish a more effective supervision of 
banking in die U.S.A. and for other purposes'. Under the Federal 
Reserve Act of 1913 the country was divided into 12 districts, for 
each of which one Federal Reserve Bank was set up. Thus in 
the U.S.A. there exists 12 Federal Reserve Banks which present 
a picture of decentralised banldng. But in order to exercise a 
centralised control over the banking system of the country, a central 
co-ordinating body called the Board of the Governors of the Federal 
Reserve System was formed. 
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As reconstructed by the Banking Act of 1935, the Board is 
composed of sev&n members appointed for a term of 14 years by 
the President with the concurrence of the Senate. These members 
are not eligible for reappointment after they serve their full term 
of 14 years. The Board enjoys extensive powers including the 
management of the affairs of these 12 Federal Keserve Banks, 
supervision and regulation of the issue and retirement of Federal 
Reserve notes, determination of the discount rates, handling of 
open market operations, suspension or alteration of the reserve 
requirements, examination of the returns from members etc., and 
supervision over the foreign exchange operations of the Federal 
Reserve Banks. 

Federal Reserve Banks . — These Banks, though under the 
supervision of the Federal Reserve Board, are not Government 
institutions or commercial banks. Their capital is subscribed by 
the memb’er banks of the district in which they are situated and 
ftielr functions are designed to serve national interest. There is 
a restriction of dividend up to 6% p.a. A Reserve Bank has nine 
Directors, three of whom are appointed by the Board of Governors 
of the Federal Reserve System, and one of these is the Chairman 
and the other Vice-Chairman. The other six Directors are elected 
by the member banks who are the shareholders. The business in 
which these Reserve Banks can engage has been enumerated by 
the Federal Reserve Act. Unlike in Great Britain, these Federal 
Reserve Banks do not show separately the position of the Banking 
and Issue departments. 

Classification of Banks 

(а) National Banks by the Federal authorities. 

(б) State Banks chartered by the State authorities. 

(c) Member banks. 

(d) Non-member Banks. 

(e) Insured Banks with the Corporation (F.D.I.C.). 

(/) Uninsured Banks. 

National Banks . — National Banks were regulated by the 
National Bank Act of 1864. Any number of persons, not less than 
live, may organise a National Bank with the approval of the Comp.- 
troller of tlie Currency. No new National Bank may commence 
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business unbl if has a paid-up surplus of 20% of its capital subject 
to certain exceptions. 

A National Bank cannot make any loan or discount on -the 
security of its o\vn shares, nor hold or buy its own shares, except 
where no other security is available, subject to the disposal of these 
shares nithin six months No National Bank is now permitted to 
invest in premises or real estate in excess of its capital, except with 
the approval of the Comptroller of the Currency. A National Bank 
cannot pay interest on deposits more than the prescribed maximum. 
Every National Bank is required to submit at least three reports 
a year to the Comptroller of the Currency. The Comptroller has 
the right to examine any such bank. 

State Banks . — ^State Banks are governed by the law of the 
states.- 


Relationsbip with Member Banks 

All National Banlrs are required by law to be members of the 
Federal Reserve System. State banks may apply for membership, 
but are admitted only after the Board of Governors has considered 
their financial condition, the general character of their manage- 
ment, and whether or not them corporate porsers are consistent 
with the Federal Reserve Act. 

Member banks are required to keep statutory reserves Avith 
a Federal Reserve Bank against their demand depoats in the 
following scale; 

Central Reserve City Banks ... ... 18% 

(New York and Chicago) 

Reserve City Banks ... ... 10% 

Other Member Banks ... ... 7% 

Reserves of the member banks have the following characteris- 
tics: (a) They are statutory reserves ; (6) there is a differentiation 
between the reserves of town and country banks ; (c) bigger reserves 
are required against demand than against time deposits. 

Dealings in Securities re; Member Banks 

Certain restrictions have been imposed on dealings in secu- 
rities by the Banldng Acts of 1933 and 1935. Member banks are 
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aumorised to .purchase ’ and sell securities on account of their 
customers- and, are prohibited' from underwriting new issues. Banks 
are, .howcver, .permitted to purchase investment securities for their 
own account under such terms as will be prescribed by the Comp- 
troller of the Currency and cannot invest more than 10% of capital 
and ..surplus in marketable bonds, notes or debentmres. 

-The 'Federal Reserve Board fixes from time to time appropriate 
limits, which may safely be secured by stocks or bond collateral. 
It is "the duty of the Board to establish such percentages with a 
view, to preventing the imdue use of bank loans for the speculative 
carrying' of securities”. The Board 'has the power to direct any 
member, bank to refrain from further increase of its loans secured 
by stock -or bond collateral for any period up to one year, under 
penalty of -suspension of all rediscount facilities at Federal Reserve 
Banks'. ' The Act of 1933 prohibits any member bank from making 
■adva.nces to stock-brokers or security-dealers as agent for any non- 
banking person. The Board also fixes the maximum percentage 
of advance that is permissible against the market value of stocks 
and securities. This margin requirement provides an effective 
instrument for the controlling of credit to speculators. Far- 
reaching proposals for strengthening control over the expansion of 
•credit were suggested b3' the Federal Reserve "Board of Governors 
in its annual report at the end of July, 1946. They sought for 
additional powers to — 

; (t) , liihit the volume of long-term marketable securities held 
b}*^ a commercial bank against net demand deposits, 

(tt) to require all commercial banks to hold a specified percen- 
tage of Treasury bills and certificates as secondary reserves 
against net demand deposits and 
(m). to raise reserve requirements -within some specified limits 

- • ‘.against net demand deposits. ' 

, Luhtation OF Rediscount ' ' 

• ■ -Rediscounting ■ facilities are offered against certain types, of 
.eligible paper. - No Federal Reserve Bank can rediscount for ' a. 
State member bank themotes,’ drafts or bills of exchange -of any 

- borro-wer; who owes that bank a greater suin than he would- be 

.permitted to borrow froni it, were it a National Banki . . 
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Dealings with Non-Members 

No member bank is permitted to deposit any sum in excess 
of 10% of its capital and surplus with any non-member bank. 
The purpose is to prevent any bank, not included in the 
Federal Reserve System, from deriving any benefit from the 
System. 


Acceptances by Member Banks 

The outstanding acceptances by any member bank may not 
exceed 50% of its capital and surplus. Bills not supported by 
documents of title to goods, etc., may not be accepted by 
any bank in excess of 10% of its capital and surplus for any one 
customer. 


Rediscount Rate 

The traditional method of credit control is the manipulation 
of the rediscount rate. In England it is an effective weapon, for 
the market rates move up and down according to the rise and fall 
in the Bank rate. But in the XJ.S.A. a complex of rates prevailing 
in the market prevents the emergence of the same results from a 
change in the rediscount rate. Moreover, the rediscounting faci- 
lities that are available to a member bank always counteract the 
results that are sought to be achieved by a change in the rediscount 
rate. The Federal Reserve authorities never agree as to whether 
the rediscount rates should be penal. Besides these disagreements, 
there remain some practical difficulties in making the rate penal. 
Firstly, member bank rates being already high, it becomes im- 
practicable to raise the rediscount rate higher still. Secondly, the 
rates of member banks being different, what would penalise one 
bank might encourage another to rediscount. Thirdly, changes in 
the rate will not affect loans at call. Fourthly, there is a strong 
feeling in the XJ.S.A. that trade and industry must be accommodated 
at aU costs, and as a result it becomes impossible to curtail accom- 
modation by raising the rate. Fifthly, the purchase of bankers’ 
acceptance by a Federal Reserve Bank according to banking con- 
vention, stultifies the rediscount policy, as it did in 1929. 
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, Open Market Policy . 

' ,-In=the U;S;A‘. the opcn market .policy has a restricted sense, 
for it xefete onlj' tb/sales dr . purchases by the Reserve Banks of 
Government, securities.- Of the otlier instruments they mostly 
purchase ■ bankers’,' acceptance, but do not sell. The policy is 
framed by the' Federal . Open Market Committee. Such operations 
are held to. prepare the way for the rediscount policy. But the 
.policy, is not . a strong force in creating an expansion of credit. 
The sucicess of the policy depends on the follotving conditions; 

^ (fi) sales can be successful if there is a reasonable market in 
Govemmeht securities and the Reserve Banks should purchase 
ahead large portfolios of securities ; (6) care is to be taken that 
the Federal Reserve Policy docs not embarrass the Treasury; 

' (c) gold movements may destroy the effect of security operations, 
-which should be guarded. 

Change in the Reserve Ratios 

In the U.S.A. it had the effect of immobilising the excess 
, reserves, whereby it becomes easier to control the credit base by 
the normal instrurhents of credit policy, .nir., rediscount rate and' 
. open market operations. . • 

Interest on Deposit ■ ■ ' 

Ro interest is payable on demand deposits. The rates for time 
deposits have been fixed by the Board. This idea is inspired by- 
the fact that high deposit rates strike at the root of sound banking. 

Reasons for Regulated Banking in the U.S.A. .. f 

(a) Banking in the U.S.A.-was up till the time of the. civil, war 
managed by the inexperienced people lacking . in any . 
banldng tradition, as wc found fn England. in the case of 
the private bankers. The lack, of -experience; combined ' 
vdth lack of supervision made relation inevitable. ' ; 

(b) Due to frequent fluctuations in values, American' bankers 
have developed a speculative outlook-bn, life,' for which 
regulation by legislation „was necessary.- : , . , - .. .. 

9 ' 
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(c) The contiaued existence of the unit banking S 3 ?stein neces- 
sitated the fulfilment of certain legal requileiments, which 
would not have been necessary if branch banking rvere 
developed under instructions of the Head Office. More- 
over, crops of bank failures made the agricultural elements 
of the country distrustful of finance, for which statutory 
regulation of banking was necessary. 

Noie-Isst'e. — Everj' Federal Reserve Bank is required to main- 
tain resers'es in gold of not less than 40% against its Federal 
Reserve notes in actual circulation, and reserves in gold or lawful 
money of not less than 35% against its deposits. Should the 
resen'es fall below the statutory limit of 40% ratio, the Federal 
Reserve Board is authorised to impose a graduated tax upon the 
excess issue. 

Federai. Deposit Insurance Corporation (F.D.I.C.) 

The Federai Deposit Insurance Corporation was established 
by the Banking Act of 1933 to insure the deposits of commercial 
banks against failure. The Corporation was started in 1934 with 
a capital of $289.3 million, subscribed partly by the Treasury and 
partly by the Federal ReserA'e Banks. It is controlled by a Board 
of three Directors, the Comptroller of the Currency being one. Each 
of the customer's deposits is insured up to $5,000 and banks are 
to pay an annual premium of 1/12 of 1% of their total deposits. 
Federal Reserve member banks are compulsorily to insure their 
deposits wth the Corporation. The scheme has been appreciated 
by a large body of the public and the majority of the banks 
have participated in the scheme. The new Federal Deposit 
Insurance Act, which came into force in 1950, has reduced 
the cost of insurance for banks by a half, and at the same time 
doubted the coverage of protection ner deposit account from 
$5,000 to $10,000. 

The Corporation wdll admit new members on being satisfied 
about the general character of the management of the applicant 
bank, the adequacy of the capital structure, the future earning 
prospects etc. It is widel\' held that the scheme will be an instru- 
ment in preventing OA'erbanking in the U.S.A. where mushroom 
banks are reported to spring up in times of prosperity. 



‘/' BANKING SYSTEM.'.OT'Tm' G.S.A. •131'; 

*.;The 'Goiporitioh' reserves' the;;rightrto terminate the insurance 
of the . member which i'follqw " unsound banking policy, 

after reference to the Comptroller, -the; Reserve Board or the state 
; banking authorities' in' the case of non-member banlcs. It has the 
'nght, ;.\vith; the',|)revioris .perhussion of the Coihptroller and the 
Bohrd'. of 'Governors, /to '.examine any insured bank, whenever 
hece^'ap^;V;: Insured . 'State non-member banks cannot open new 
branches 'qbchange.the’ldcation of their ofBce-premises without the 
..cqhseht ' of \ the '-Corporation. The controlling provisions of 
ithe . Corporation -are -a curious combination of restraints and 
requirements. i 

. /The fuhctiohs of the Corporation have been described in the 
;■ rep'6rt?df ,1937:- ' 

, ' . '-The. decrease in the number of insured banks (in 1936) 

.resulted in. part from a definite programme of eliminating in- 
solvent and weak banks, either by closing them or merging 
i them with’ sound banks with aid from the Corporation, in part 
from mergers and consolidations, and in part from the' exercise 
of;, control fay supervisory authorities over the chartering of 
■hew Banks.” 

' . ./. ‘‘The Corporation favours the establishihent of banking, 
facilities in every community which can furnish sufficient justi- 
fication for banking service, but it opposes the chartering of ' 
institutions which it believes to be economically imsound-and- 
likely to fail. It has received the co-operation of most of 
supen'isoiy authorities in preventing the indiscriminate 
chartering of banks 

‘‘The Corporation is insisting that banks under its super- 
vision take their losses when they occur, in order that their true. , 
‘ condition may be reflected.' It is insisting that banks main- 
tain, adequate capital structure and that banks which seek to 
retire:, their.' preferred capital- shall retain - capital.- sufBcient to 
provide protection against the uncertainties of banking opera- 
tions. It is . taking action-. against banks which ■ continue' to 
■ m. unsafe, and. unsbimd practices.” ■ ' ’ ' . ■ 

The June, , 1951 report [of the Corporation re'veals that 
during the- fiye-'years .ended '.DecemHef, ■ 1950,. it,, conducted! 
•nearly 30,000 regular examinations of insured .banks. thus foster-; 
ing sound banking, priactices," and completed the.iiquidatioh of 
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145 banks. At the end of June, 1951, 90% (13,652) of the 
total number of banks and 95% of the total deposits in the 
U.S.A. were insured by the Corporation. The insured banks 
had 104 million deposit accounts of which nearly 99% were 
fully protected by the Corporation. During the 17i years^ of 
its existence the Corporation disbursed S322 million for protect- 
ing 1,353,000 depositors in 416 insured banks. The whole 
amount except 526 million is expected to be recovered. 

The question of the feasibility of starting such an institution 
has of late focussed much public attention in India. As the insur- 
ance scheme of the U.S.A. was "bom of the holocaust of bank 
failures and tlie bank holiday of 1933", there was a greater necessity 
for promoting such an institution in India which witnessed crops 
of bank, failures for the last half a century. The depositors suffered 
immensely from such repeated failures, which had a weakening ■ 
influence over the banking structure of the country. Some eco- 
nomists are of opinion that the creation of such a Corporation on 
the model of the American scheme under the direct initiative of 
the Central Government would give a powerful support to the 
banking fabric of the country, because of the fact that such an 
institution would be inspiring confidence in the depositors and 
generate in them a sense of security that the entire credit and 
weight of the Government lie behind the banks. From the point of 
view of idea, it is good no doubt but how far will it be practicable 
to fit in the existing pattern of banking is the question for thought. 
The iterd of cost involved is to be considered. It is to be ascer- 
tained how far will the insurance cost encroach upon the profits 
of the banks and make credit costlier, when the necessity is for a 
cheaper credit. 

The next point for consideration is the insurability of the risk 
of bank failures. It is debatable how far such a risk can be amen- 
able to calculation on a sound actuarial basis. As Mr. H. Jones 
points out, neither the risk is strictly an insurable one, nor the 
allocation of cost according to benefit is practicable. "The major 
factor militating against the insurability of risk is the catastrophic 
hazard involved.” 

Moreover, as will appear from a pemsal of the American 
Insurance Scheme, most of the functions of the Corporation relating 
to the opening of new branches, change of location'of the offices, 
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merger and amalgamation of the banks, etc. are now being dis- 
charged by the Reserve Bank of India." New branches cannot be 
opened, nor the location of the bank offices be changed without 
the previous consent of the Reserve Bank of India. Schemes of 
merger and amalgamation cannot be executed Muthout the approval 
of the Reserve Bank of India in terms of Section 44A of the Bank- 
ing Companies Act. The issue of further capital cannot be made 
without the recommendation of the Reserve Bank of India. Just 
as the American Corporation lays down certain tests of eligibility 
for admission of a new bank for the facilities of deposit-insurance, 
so does the Reserv’c Bank wliile admitting any bank to the Second 
Schedule to the Reserve Bank of India Act, 1934. Under Section 
42(6} of the Reserve Bank of India Act the Reserve Bank has the 
right to exclude any scheduled bank following unsound and unsafe 
banking policies from the Second Schedule and also to prohibit it 
from accepting fresh deposits. About the Federal Deposit Insur- 
ance Corporation, it has been said that "if it succeeds in the future 
only in preventing overbanking, it Avill perform an invaluable 
service for the country” . But tlie same service is now being render- 
ed by the Reserve Bank of India imder Section 23 of the Banking 
Companies Act, 1949. On the admission of the Corporation, fhe 
scheme is "not a wonder drug” curing all ills of the banking system 
as well as the unstable business conditions which in the past cul- 
minated in bank crises. The soundness of the banks is ultimately 
related to economic conditions ; and the solvency of the banks in 
the future as in the past, while dependent in part upon the sound- 
ness of individual bank managements, will be controlled in large 
measure by general economic condition and monetary credit deve- 
lopments. In 1954 the Committee on Finance for the Private 
Sector in India, went into this question of having a bank deposit 
insurance scheme similar to that obtaining in the U.S.A. and felt 
that it should merit further examination by banks and recommend- 
ed that it should be adopted, if, after detailed examination, there 
is consensus of opinion amongst banks in the matter. 

The Deposit Insurance Corporation 

After the failure of hvo scheduled banks in India in 1960, it 
w'as felt that a Corporation should be established with a view to 
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providing insurance cover to a specified extent against loss o£ 
deposits with commercial banks in India. Accordingly, the 
Government of India decided in 1961 to constitute such a corpora- 
tion and passed a legislation called the Deposit Insurance Corpora- 
tion Act, 1961 which received the assent of the President on the 
7th December 1961. The Act came into force on the 1st January, 
1962 and the Deposit Insurance Corporation came into existence 
on the same date. 

The authorised capital of the Corporation shall be Rs. 1 crore 
fully paid up and shall stand allotted to the Reserve Bank of India. 
It is managed by a Board of Directors composed of {«) the Governor 
for the time being of the Reserve Bank who shall be the Chairman 
of the Board, (6) a Deputy Governor of the Reserve Bank 
nominated by that bank ; (c) an officer of the Central Government 
nominated by that Government and (i) two directors nominated 
by the Central Government in consultation with the Reserve Bank 
having special knowledge of commercial banking or of commerce, 
industry or finance, neither of whom shall be an officer of Govern- 
ment or an officer or other employee of the Corporation or a 
director, an officer or other employee of a banking company or 
otherwise actively connected with banking. The Head office of the 
Corporation shall be at Bombay. 

Every existing banking company i.c. a banking company 
carrying on the business of banking on the 1st January 1962 shall 
be registered by the Corporation as an insured bank. The Corpo- 
ration shall also register every new banking company as an insured 
bank as soon as may be after it is granted a licence under section 22 
of the Banking companies Act, 1949, or, as the case may be, after 
it is notified under section 51 of the said Act. The registration of 
an insured bank shall be cancelled if the bank concerned is pro- 
hibited from receiving fresh deposits, refused a licence to carry on 
banking business, ordered to be wound up, goes into voluntary 
liquidation, transfers all its deposit liabilities to any other institution 
and is amalgamated with any other banking institution. Each 
^ pusitor other than the Central and State Governments, a foreign 
ovemment or a banking company is ensured a payment of 
's 1,500 on the total amount deposited by him in the same right 
capacity, whichever is lower. Every insured bank is required 
pay periodically to the Corporation a premium at 5 naye paise 
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per annum for every hundred rupees on its total deposits in India 
excluding deposits of a foreign Government, the Central Govern- 
ment and a State Government and inter-bank deposits. The 
maximum premium which the Corporation is empowered to charge 
is 15 nP. An insured bank is liable to be charged interest at a rate 
not exceeding 8% per year if it defaults in the payment of the 
premium. 

Out of the total deposits of nearly Rs. 1,900 crores in the banks 
as at the beginning of 1962, the deposits that come within the pur- 
view of the Deposit Insurance Scheme are estimated at Rs. 1,500 
crores. 


CANADIAN BANKING SYSTEM 

The Canadian banking system consists of the following; 
(«) the deposit or "chartered” banks, (b) two hundred co-operative 
banks granting loans on mortgages, (c) one hundred investing banks 
or ‘bond houses’, (rf) loan, mortgage and trust companies, (e) rural 
credit institution, (/) the Quebec Provincial Government and Domi- 
nion Government Savings Banks, (g) the Bank of Canada. 

Chartered Banks 

The chartered banks number 10 and have a network of about 
3000 branches all over the country. These are commercial banks 
undertaking commercial operations and financing the imports and 
exports of the country. These chartered banks are governed by 
the Bank Act. 

The Bank Act requires every chartered bank to have a capital 
of $500,000 of which at last $250,000 must be paid up. Dividends 
are limited to 8% per annum unless the banks’ reserve fund becomes 
equal to 30% of the paid-up capital. Every chartered bank must 
be managed by a Board consisting of at least five Directors. 
Proposals were placed before the Royal Commission of 1933 for 
prohibiting bank Directors from being Directors of other companies. 
But the proposal was declined by the Commission. The law forbids 
any bank’s officer to serve as agent for an insurance company or 
to put pressure upon any borrower to offer as security policy in any 
particular insurance agency. A bank is not permitted to allow loan 
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exceeding 5% of its paid-up capital to any Director or to any com- 
pany in which the Director or general manager of the bank is a 
partner or a shareholder. 

Every chartered bank is to keep with the Bank of Canada 5% 
of the deposit liabilities in Canada and is not pemutted to withdraw 
these reserves. “Canada belongs to that group of countries in 
which cash reserves do not so much secure liquidity in time of 
emergency as protect depositors in the case of ultimate liquidation. ' 
Minimum liquidity ratios were introduced in mid-1956 and set at 
15% of deposits. These ratios included among eligible liquid assets 
(in addition to cash and day-to-day loans to Government securities 
dealers) instead of the broad range of Government securities. 

These chartered banks stiU possess the authority to issue notes 
but since the inauguration of the Bank of Canada in 1935, these 
issues are to be superseded gradually by the Central Bank notes. 
The business and powers of these banks are defined by law, but 
certain types of business as given below are forbidden : Sale and 
purchase of goods, engagement in any trade or business what- 
soever ; the sale and purchase of, or contraction of loans against, 
the capital-stock of any Canadian bank ; loans to Directors without 
the approval of two-thirds of the directorate. Under section 88 of 
the Bank Act a bank may lend money to any wholesaler, purchaser, 
or shipper of or dealer in products of agriculture, the forest, the 
quarry and mine, or the sea, lakes and river on the security of 
such products ; to farmers on the security of threshed grains ; to 
wholesale manufacturers on the security of goods, wares and 
merchandise manufactured by them or procured for manufacture ; 
to owners or trusts of land for the purchase of seed or fertiliser, on 
the security of prospective crops to a person engaged in stock- 
raising upon the security of livestock. But there was some parti- 
cular feature of this sort of advance in this respect that the borrower 
retains the goods in question in his ownership and possession, deli- 
vering to the bank no documents of title to goods, but a simple 
assignment which givra the Bank the first lien on the goods. Such 
an assignment was required to be registered. In ,1948, 1951 and 
1953, the Central Bank proposed that the chartered banks cease 
most forms of 'term' blending and the banks agreed. 

Banks are prohibited from speculating in land, althougb they 

■ - permitted to accept mortgages of land as additional security. 
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The rates of interest have been fixed by law at 7% and collection 
charges •@ \%. Such regulation of bank charges is uncommon 
in commercial banking legislation. 

The control of commercial banking in Canada rests with the 
Minister of Finance. The next important authority is the Treasury 
Board. The Inspector-General of banks is to examine at least once 
a year the afiaiis of each bank and submit a report to the Minister 
of Finance. Then there is the Canadian Bankers' Association 
which acts as an adviser to the Treasury Board. Lastly, the 
Governor-General discharges certain functions in banking control. 
On the whole, Canada has a multiplicity of supervising authorities. 

BANKING SYSTEM OF JAPAN 

The Japanese banking system is akin to the English system 
of banking. It is imbued with liberality and is free from legal 
regulations. The authority of the Bank of Japan over the money 
market and the banking system is incomplete. Japan possesses a 
number of smaller banks, the standard of which has got to be raised. 
And for this purpose detailed regulations are needed. The control 
of the Central Bank of Japan is to be widened in a manner that the 
constituent elements of the money-market may come under its 
influence. 

In 1872 tlie National Bank Regulations provided for the re- 
placement of the exchange companies by national banks, possessed 
of the right to issue notes convertible into specie. Besides the 
national banks, there existed some private banks which had no 
right of issuing notes. In 1882 sweeping changes were introduced 
in the banking system by the -formation of the Bank of Japan \vith 
a monopoly of note-issue and the creation of distinct groups of banks 
confining their activities to specialised fields, such as long-term 
industrial finance, agricultural credit, foreign exchange dealings etc. 
In 1890 a banking code was framed, requiring all banks to obtain a 
licence from the Ministry of Finance and to submit half-yearly 
reports to the Ministry of Finance which may order examination at 
any time. Detailed regulations governing the operations of savings 
banks were also drawn up in 1890 and had to be amended in 1922. 
These banking regulations did not apply to special banks, like the 
Hypothec Bank of Japan, Yokohama Specie Bank, Industrial 
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Bank of Japan, Hokkaido Colonial Bank, etc. wMch were distinct 
from ordinary commercial banks. Besides these, there are Trust 
Companies which were prohibited from undertaking general banking 
business. Most of the commercial banks in Japan have formed 
Trust Companies of their own to undertake trust business. 

The Financial System Investigation Commission was appointed 
in 1926 to examine matters, relating to the improvement of the ' 
banking system of the country and on the basis of those reconunen- 
dations a Bank Act a as passed in 1927. Under the Act banks are 
required to be organised as joint-stock companies. A Bank cannot 
open any branch, sub-office or agency or change the location of, 
or convert sub-offices into branches vdthout the licence from the 
Ministry. An amalgamation requires the written consent of the 
ifinistry of Finance. 

Normally the minimmn capital required of a bank is 1 million 
yen, but the requirement is doubled for opening branches in districts 
specified by the Imperial Ordinance. 10% of profits are to be 
transfened to the Reserve Fund till it becomes equal to paid-up 
capital. ^There is no restriction on the nature of assets which a 
bank may hold. To examine the banks and to keep a ready check 
on them, there is a Bureau of Banking of the Finance Department. 

The Bank of Japan keeps the accounts of different banks but 
their balances are usually inadequate. Though the Bank of Japan 
is looked upon as the 'lender of last resort’, still its control over 
the money market is far from satisfactory. It was pointed out 
by a former Minister of Finance that "the official discount rates _of 
the Bank of Japan have little relation with market rates, which 
always anticipate the former. The change in the official rates has, 
therefore, taken place more for the purpose of acting as a w'arning 
signal than by reason of an established discount policy". Legis- 
lation was enacted in 1957 to establish variable cash requirements 
according to a geographical classification. Import-predeposit 
requirements have also been adopted. 

The Export Bank of Japan 

The Export Bank of Japan was established on December 28, 
1950 with the principal objective of catering to the long-term require- 
ments of capital goods industries for ex-ports. The need for such 
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a specialized institution had been keenly felt in Japan, the develop- 
meiit of whose economy depends to a considerable extent upon 
exports. The Export Bank will supplement the finance made 
available for the purpose by ordinary financial institutions and not 
compete with them. The Bank will provide credit only when the 
entire ^ financing of an export contract by banks is considered 
difficult or undesirable, and only in participation with them. In 
addition to making loans, the Bank ma}'- assist in suppl 3 dng technical 
sendees by Japanese Corporations or individuals. 

The capital of the Bank is Yen 15 billion subscribed by Govern- 
ments ; partly out of its own resources and partly from the U.S. 
Aid Counterpart Fund. The management of the Bank, which is 
largely independent of direct Government control, consists of a 
President, a Managing Director, not more than three Directors and 
not more than two Auditors. The President and Auditors are 
appointed by the Prime Minister, and the Managing Director and 
Directors by the President. The duration of operation of the Bank 
has been limited to five years. 

Though there is no special limitation in respect of the amount 
of the loan to be granted in individual cases, ordinarily the Bank’s 
share should not exceed four times the sum to be provided by parti- 
cipating banks. The loan is repayable to the Export Bank in not 
less than six months and not more than three years ; the time may 
be extended to five years in special cases. The rate of interest on 
loans is to be fixed on a basis so as to cover all expenses and possible 
losses. 

The Bank is prohibited from accepting deposits, borrowing 
funds, issuing debentures or engaging in domestic or foreign 
exchange business. It can employ its idle funds in the purchase of 
Government bonds or deposit them wdth the Ministry of Finance 
or with the Bank of Japan. The Export Bank is required to 
submit its annual budget to Govermnent and will give effect to it 
onty after approval by its Diet. 

BANK OF FRANCE 

The Bank of France w'as first founded by Napoleon Bonaparte 
in the year 1800. The purpose of the Bank, according to its . 
original constitution, was to remedy by a combination of 
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public and private, the disposition of the resources which constitute 
virtually the life-blood of commerce, and the debasement of public 
credit resulting from the Revolution. 

The Bank is managed by a General Council, which consists 
of a Governor, two Deputy Governors, fifteen Regents and three 
Censors. The Governor and two Deputy Governors are appointed 
by the President of the Republic on the recommendation of the 
Finance Minister. Others are elected by the stock-holders of the 
Bank. The three Censors do not possess any voting power and 
devote themselves mainly to the supervision of operations for report 
to the stock-holders. The General Council is entrusted with the 
general administration of the Bank, the conduct of its operations, 
the control over note-issue and is to determine the general policy 
of loans and discounts. It is assisted by a Discoimt Council of 
shareholders consisting of twelve members. 

The Bank, like other Central Banks, enjoys the exclusive right 
of note-issue. As regards the regulation of note-issue the Bank 
followed the principles of the ‘banking school’. It was its policy 
right from the beginning that ‘the guarantee of bank-notes ought 
not to be sought in the capital funds of the bank, but in the bills 
which it discounts’. Besides this, the Bank holds 35% reserve in 
gold coin or bars against total notes in circulation and deposits. 
Bank notes are in greater demand in France than in Great Britain, 
as the cheque habit there is not so well developed as in Great 
Britain. For many years the Bank has follow^ed a consistent policy 
of maintaining a large metallic reserve for the redemption of out- 
standing notes in circulation. 

The Bank has a close connection with the Government and is 
its principal banker. The Government, if necessary, may intervene 
in its administration. It keeps the Treasury balances, receives 
state funds etc. All pa 5 unents on account of the Treasury are made 
by the Bank free of charges and the Rentecoupons are collected by 
the Bank rrithout any service charge. Whenever required, the 
Bank has never hesitated to issue French Rentes or Treasury hills 
at the request of the Jlinistry of Finance, though it was not consti- 
tutionally botmd to do so. Every facility is extended by it for the 
purchase and transfer of Government stocks and bonds. Besides 
these, the Bank on many occasions granted advances to the French 
Government. According to the convention established between the 



BANKING SYSTEM OF FRANCE 


141 


Government and the3a-nk of France in June, 1928, it agreed to 
grant to the state an interest-free loan of fr. 3 milliards. 

Bank's Relations with the Customers 
AND the Public 

The Bank of France transacts business on behalf of its 
permanent customers as well as of the public. An account may be 
opened with the Bank by anji- person on proper introduction. Over- 
drafts are not granted except on advance accounts and then against 
approved securities. It accepts articles for safe custody not only 
from its regular customers but also from those who may not have 
an account at all. For such services the Bank charges a 
commission. The Bank undertakes sale and purchase of stock 
exchange securities on behalf of its clients. All such transactions, 
whidi in ordinary course are undertaken by joint-stock banks, have 
exposed the bank to such criticism from certain quarters that the 
Bank of France is not a Central Bank in its true sense. It cannot 
be denied that the Bank, by undertaking such commercial transac- 
tions, has directly or indirectly come into competition with other 
joint-stock banks, whereas, according to the strict central banking 
principle, the Bank should have discarded such operatiohs and 
should have prudently left them to commercial banks. 

Bank's Relations with other Banks 

The Bank is to face competition from other institutions in the 
ordinary course of business and in times of necessity, lends financial 
assistance to other banks and helps in the restoration of confidence 
in the banking system. Some of the banks, such as Comptoir-d’ 
Escompte, acted as intermediaries between the Bank of France and 
the trading community in the matter of discounts. As bills redis- 
countable with the Bank of France must have to bear three 
signatures, these banks become one of the signatories to the bills. 

Discount Rate 

The Bank of France so far maintained a low discount rate to 
establish easy conditions in the money market. In 1852-61 the 
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Bank once tried to stop the outflow of gold by raising the discount 
rate and was severely criticised for this policy. Later on the Bank 
had to abandon the policy of controlling the credit-condition by a 
, manipulation of discount rates. So the discount policy was no 
potent weapon for the Bank of France to control credit in the countr}’' , 
and through it, to regulate prices and production. 

Open JiLarket Operations 

The Bank of France docs not ordinarily engage in open market ^ 
operations like other Central Banks. It is not authorised to buy 
or sell securities on its account. Under the stabilisation law of 1928 
the Bank was permitted, as a reciprocal obligation, to buy or sell 
securities and bills at the request of foreign Central Banks. And 
such buying or selling at the instance of others cannot properly be 
called open market operations. The Bank of France can influence 
the credit conditions by dealing in foreign exchange only on 
restricted scale. 

In France it unll appear from the foregoing that bank credit 
is not so important as in Great Britain and the U.S.A. The 
problem there is more of the collection and safe investment of small 
savings than of an extensive use of bank credit. So the technique, 
like discount policy or open market operations, is not required to 
be applied in France to control the credit base, as in that country 
the main concern for the Bank is the maintenance of easy monetary 
conditions and nothing else. The absence of such a credit-control- 
ling technique in France also subjects the Bank to the criticism that 
it is not a Central Bank in the true sense of the term. In other 
countries constant research work is being done by their Central 
Banks to experiment with new technique of credit and .price-control, 
whereas the Bank of France is to discard the application of such 
teclmique. The nationalisation of the Bank in recent years will 
show whether it will not revise its old policy and fall in line with 
the policy of central banking as pursued in other cormtries and thus 
develop into a full-fledged Central Bank. 

The liquidity ratios were also introduced as a means of im- 
mobilizing the government secniities portfolios of the commercial 
banks, thus rendering the hanks dependent on the central bank 
discormt window”. Import-predeposit requirements were in- 
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sisted upon to exercise quantitative and selective control over bank 
credit. Controls were also applied to instalment credit terms. 

Tke Banking Systxm of France 

There are several broad categories of banking institutions 
operating in France. Apart from the Bank of France, which is now 
primarity the Central Bank, there arc (1) the 278 deposit banks, 
some of them nation-wide in the scope of their operations, others 
limiting their activities either to Paris or to a particular region or 
locality ■(2) a rather smaller number of banques d’affaires — 39 in 
all which in respect of part of their business may be regarded as 
investment banks ; (3) several groups of specialist institutions — 1 
discount houses (though not all of these are registered as banks), 
2 bullion brokers, 8 banks lending specifically on medium and long- 
term, and 6 banks operating mainly in French overseas territories 
or in foreign countries ; (4) a number of foreign banks, of which 
15 are incorporated outside France, 11 others being French com- 
panies under foreign control ; and (5) a miscellaneous group of 16 
Algerian banks, 2 banks operating in the Saar and 4 "unclassified” 
(the last are mainly colonial banks). In addition to the registered 
commercial banks and the Bank of France, there is an important 
group of public and semi-public institutions, which help to provide 
the framework for the money market. 

Three separate authorities are now responsible for the regula- 
tion of the banking system, though because of the strategic positions 
occupied by the Governor of the Bank of France and the effective 
liaisons maintained between the respective authorities, there has in 
fact been very little overlapping. The National Credit Council set 
up in 1945 is broadly responsible for general credit policy and 
advises the Government on all relevant matters. The Banking 
Control Commission, first established in 1941, is concerned with the 
supervision of the various ^oups of banks, on which it may impose 
sanctions if its requirements are not met. In certain matters, it also 
serves as an appeal tribunal. The Bank of France acts as the exe- 
cutive arm of authority and, in this capacity, possesses extensive 
powers to regulate both the volume of credit and the direction of 
lending. IVhen necessary, it may impose penally rates on accom- 
modation sought from it by the commercial banks. 
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The Deposit Banks 

The four largest deposit banks — ^the Credit Lyonnais, the 
Societe Generale. the Banque Nationale pour le Commerce et 
ITndustrie, and the Comptoir National d’Escompte — Avere nationa- 
lised in 1945, though each retained its separate identity and, despite 
government ownership of this important sector, business arrange- 
ments have remained fully competitive. All of these banks operate 
through a widespread network of branches covering the whole of 
the country. The two other grand establishments were not 
nationalised. The Credit Industrial et Commercial is technically a 
Parisian bank, its own branches in France being restricted to Paris 
and its environs, but it heads an important group of regional banks, 
in each of which it holds a capital interest, and the branches of the 
group as a whole cover the larger part of the country. The Credit 
Commercial de France has a less complete coverage of branches, 
but the spread of its interests is definitely on a national scale. Of 
the 22 regional banks (including those associated with the Credit 
Industrial et Commercial), the Credit du Nord is by far the largest 
and, indeed, ranks fifth in size for the country as a whole. All these 
banks in the scope and character of their business, are not greatly 
different from the large joint-stock banks in the United Kingdom. 
Their operations are based primarily on the receipt of deposits 
(about 75 per cent of their resources), the bulk of which is repay- 
able on demand. Although their asset structures are somewhat 
different from British banks and accommodation is made available 
more generally by way of the discount of commercial paper, the 
broad nature of the business undertaken is essentially similar in the 
two countries. It is difficult to make exact comparisons, but the 
French banks are clearly much more pent up than their British 
counterparts. Treasury bills and similar securities (including dis- 
countable medium-term paper) amount only to about 15 per cent 
of total assets, whereas commercial discounts approximate 50 per 
cent, and loans and overdrafts (of the big banks) to 17 per cent. 
On the whole, the regional and, more particularly, the local banks 
are rather more liquid and this may be associated with the greater 
concentration of their risks. 

Of the smaller deposit banks, there is quite a concentration 
in Paris, the roost important being the private bankers — de 
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Neuflize, ScMumberger ; Vemes ; Lahideux ; Mallet Freres ; 
Hottinguer ; and Veuve Demachy — ^whose activities are by no 
means confined to Paris, though, they do not possess branches. 
In recent years, they have tended to extend the scope of their 
business, but for the most part it continues to be based on long- 
established connections with particular customers and new business 
is usually accepted only on the basis of introduction. 

' Although much less marked than in the United Kingdom, 
there has been some evidence in France of the trend to- 
wards greater concentration of banking business in the hands of a 
small number of large units. Thus, the four large nationalised 
deposit banks now account for about two-thirds of the total volume 
of business and there are three large non-nationalised banks, one 
heading a group of regional banks and another — the Credit du 
Nord — a very powerful regional bank. There are 9 independent 
regional banks left and 168 local banks in the provinces, but the 
last group is slowly shrinking and, over the years, there has been 
a definite tendency for the smaller banks either to die out or to 
be absorbed by, or associated with, larger banks. 

The Banques D’affaires 

The banques d’affaires, which constitute the other major 
group of commercial banlts, have long been interested in invest- 
ment finance as opposed to banking proper, though in fact they 
also undertake an extensive commercial banking business. This 
remained true even after 1945, when the banques d’affaires were 
required to register specifically as such, but their deposit banking 
is now subject to restrictions within the terms of the legislation. 

The banques d’affaires were defined as institutions, whose 
principal functions were to take up and administer “participations” 
in existing concerns, to assist in launching new ventures, and to 
open credits (subject to no specific limitation as to term) for public 
and private enterprises, which have benefited or which stand to - 
benefit from such participations. For these purposes, they might 
employ, in addition to their own funds, only such deposits as 
had been accepted for a term of at least two years. None of the 
banques d’affaires was nationalised in 1945, but the larger insti- 
tutions were made subject to the general supervision of a Govem- 

10 
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nient Commissioner, who was attached to each inslitntion for the 
purpose. 


T»c DiscousT Houses 

Of the several groups of specialised institutions, the only one 
wlvich requires specific mention in considering the broad outlines 
of the Frencli banking stracturc is that which includes the dis* 
count houses. On the whole, these arc m»Jch smaller and very 
much less important in the money market than their London 
counterparts. Only onc~the Compaqnie Parisienne de Kces- 
compte— is trul}^ large and it is virtually the "offidal broker”. 
As in London, tlic discount hou-jes in Paris borrow from iKinks 
and other institutions for the purpose of carrying portfolios of bills 
for their own account, but from the point of view of the money 
market structure tlieir functions as brokers are more important 
and it is tlirough them — more particularU’ through the Compagnie 
Parisienne dc Rccscomptc — that the Bank of France carries out 
its operations in the “open market.” 

The Public and Semi-Public Institutions 

In France, there is an important group of institutions which 
in most instances have no parallel in tlic United Kingdom. The 
general purpose of these public and scini-public institutions, all of 
which are wholly or partly owned by the State, is to provide 
specialist facilities judged to be necessarj'^ in the furtherance of 
public policy. Broadly speaking, they may be grouped into two 
main categories: (a) those which help to integrate the market by 
forging links between its constituent members ; and (b) those which 
are mainly concerned wftli specialist lending. 

THE REICHS BANK 

The Reichs Bank or the Imperial Bank of Germany ''was 
reconstituted in that name in 1875. It underwent a thorough re- 
organisation again in 1924 according to the Dawes Plan. Though 
the Bank is directly under the control of the Reich, its shares are 
privately. owned. < It is now the Central Bank of Germany and is 
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mainly responsible for the maintenance of tlie financial stability 
of the country, its gold reserves, and management of note-issue. 
It is the ultimate source of credit in times of emergency. 

Under the law of 1924 the Bank is managed by an Advisory 
Committee, a Managing Board and a General Council. The 
Ad\'isory Committee %vhich is composed of twenty-one members 
is elected by the shareholders. The Committee is formed in a way 
representing every side of the economic life of tiie country. The 
Managing Board includes fourteen members, viz.. President, 
Vice-President and others elected by the General Council. The 
President holds office for four years and his election must be con- 
firmed by the President of the Reich. The Vice-President and 
twelve Directors arc nominated by the Reich and elected by the 
General Council for twelve years. The Directors exercise the 
governing powers, frame the exchange, advance and discoimt 
policy of the Bank. The General Council consists of fourteen 
members, whose number has now been reduced to ten -under the 
Young Plan. The members of the Coimcil hold ofBce for three 
years. 

The Bank now possesses the monopoly right of note-issue. 
Under the law of 1924, the Reichs Bank must have to maintain 
a reserve of at least 40% in gold and foreign currency. Of this " 
30% of the note-issue must be held in gold. The reserve in foreign 
currency may include both notes and foreign bills maturing wi thin 
fourteen days and payable at a first-class bank in a large money- 
market centre. The remaining 60% of the note-issue must be 
secured by discounted bills. In exceptional circumstances the 
reserve for note-issue may be allowed to fall belOw 40%, subject 
to the unanimous approval of the General Council. If the cover 
falls below 40% for more than a week, the follo%ving tax is payable 
on the difference between the actual cover and the statutory figure : 

If the cover be between 37 & 40% — Tax payable per annum 3% 

If the cover be betw-een 35 & 37% — Tax payable per annum 5% 

If the cover be between 33 J & 35% — Tax payable per annum 8% 

If the cover be lower than 33^%, the tax is 8% p.a. plus 1% 
for every 1% the cover falls below 33^%. 

In such a case the official discount rate must be at least 5% 
and the rate must be increased by one-third of the tax on the 
excess issue. 
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Example i 


Cover for Note-Issue 

Tax 

Minimum 

Plus 

New Minimum Rate 

37% 

3% 

5% 

3/Srds 

6% 

35% 

5% 

5% 

5/3rds 

6|% 

33i% 

8% 

5% 

8/3rds 

7S% 


But the above provision has been suspended by the amend- 
ment passed in 1933. The General Council and the Board can 
empower the Bank to let the metallic reser\'e fall below the legal 
minimum. 

Under the law of 1924 the Reichs Bank is, in addition, to 
keep a reserve of 40% of the liquid assets against its deposits. 
These reserves may be built up out of cash, money at call, cheque 
on their banks or commercial bills maturing within 30 days. 

The Bank is called upon to control the discount rate, deter- 
mine the^ operations by Golddiskont-Bank, ration credit and to take 
direct action against banks. The discount policy was forged for 
the purpose of regulating the volume of credit, and preserving the 
external stability of the German currency. The policy had to 
undergo a thorough change since the banking crisis of 1931 in 
Germany, which led to the freezing of foreign balances, rigid 
restriction of exchange, etc. Now the discount policy is inspired 
more by domestic considerations. < 

During easy monetary conditions the Reichs Bank urges the 
Golddiskont-Bank to take off the surplus funds from the market 
and directs them to capital market in order to remove the dis- 
crepanQf between the short-term and long-term money-rates. 

Credit was rationed by the Reichs Bank in 1924-23, in the 
spring of 1929 and again in July 1931 and direct action was taken 
to check the boom in the stock exchange in ilay 1927. The 
President of the Bank, in a way, compelled the German Banks 
to curtail commitments against stock exchange securities. 

The central banking authorities combined variations in cash 
reserve requirements with open market operations. In August 1957 
it was announced that effective from December 1 , export drafts 
bills drawn by German exporters on foreign customers but not 
accepted by the latter) would be altogether excluded from the redis- 
counting ceilings as one of the steps to counter the continuing 
heavy trade and pajnnents surpluses. Since 1951 banks are re- 
quired to observ'e minimum ratios of capital and surplus to total 
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assets or to specific categories of assets. They are to adjust their 
assets and liability structures by applying a series of minimum 
ratios — of capital to short-term credits and to acceptance credits, of 
current and acceptance credits to deposits and capital, and of liquid 
assets to deposits. 

\ 

GERMAN BANKING SYSTEM 

Germany was overtaken by a banking crisis in the year 1931. 
To avert that crisis the Government had to intervene by guaran- 
teeing the repayment of the obligations of certain banks and 
" bringing about the amalgamations of some of them. The crisis 
revealed the necessity for a thorough reconstruction of the 
banking structure. Accordingly in the same year a State Com- 
missioner for hanking was appointed as the Executive Officer of 
the Banking Committee. The Commissioner was to keep watch 
over the hanking and credit situation of the country, and was 
armed with certain powers of control over the banking system. 
These powers were to be exercised only over private credit 
business ; the Reichs Bank, the Golddiskont Bank, four private 
note-issuing banks and some public banks were excluded from 
the purview of control. 

With the rise of national socialists to power a Commissioner 
of Banking Enquiry was appointed in 1933 to inquire what func- 
tions should be given to the German banking system in order that 
German socialism may become a reality. On the basis of the 
recommendations of the said Commission the Banking Act was 
passed on 5th December, 1934. The Act regulates all banks with 
the exception of the Reichs Bank, the Golddiskont Bank, the 
Post-Office and certain other institutions of a special character and 
provides for the exercise of control through a supervisory Board 
and a Banking Commissioner. Cash reserves must be fixed by 
the Supervisory Board at a certain proportion to deposit-liabilities 
and may in no case exceed 10%. Besides the cash reserves, the 
Supervisory Board has the authority to fix the proportion of 
secondary reserves, which are normally composed of commercial 
bills mth maturity of ninety days and must not exceed 80% of the 
deposit-liabilities. To prevent the immobilisation of funds, the 
Act restricts speculative investments and holdings of real estate. 
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Permanent participation in real estate must not exceed the capital 
and reserves of a bank. The ratio of capital to net Itabilities 
must not exceed 20%. The Supervisory Board fixes the maximum 
advance that is permissible to a single borrower. Credit institu- 
tions with working capital RM 500,000 are not authorised to advance 
more tlian 10% to a single borrower and, tire smaller institutions 
15%, The Banking Commissioner may infonn the banks concerned 
when a borrower has obtained large cre*dits from different creilit 
institutions. The Banking Conrmissioner reserves the right to 
exempt certain credit institutions from the obligation of observing 
the various liquiditj* and credit ratios. Tire Banking Commissioner 
looks after the banking interests of the country by fixing interest 
rate and scales of commission, by controlling competition through 
restriction of opening of branches without prior permission and by 
the regulation of the dicque and Giro system. 

Gerjcan Banking in the Occutied Western Zones 

The reorganisation of the Western German banking system, 
in progress since the end of the last war, is noiv entering a new 
phase. The present structure is the result of decisions taken by 
the allied authorities, particularly those of Uie U.S.A,, and its 
resemblance to the institutions of that country is thus verj' marked. 
It is nevertheless obvious that recent developments, particularly 
with respect to the centralisation of credit control, have run counter 
to the intentions of the American framers of the laws of 1947 and 
1949 which decentralised central as well as commercial banking. 

Political developments in tbc Western Zones, leading to the 
creation of the Federal German Republic, are now beginning to 
affect the legal and organisational structure of post-war banking. 
Future changes in the system have become the responsibility of 
■the Federal German Government with, of course, an allied right 
to veto undesirable decisions — and the present position is thus of 
interest only as a point of departure. 

The Control of Monetary Policy 

The note-issuing monopoly and the control over quantity and 
price of credit are at present in the hands of the Bank deutscher 
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Laender (B.dX.)- It has the power to vary minimum reserve 
requirements, fix discount rates, 'conduct open market operations, 
and in general lay do\vn regulations determining the credit policy 
of all Lnnd Central Banks (L.C.B.). It must consult with and 
take directions from the Allied Bank Commission (A.B.C.), a 
tripartite body consisting of the U.S.A., British and French 
elements. It has been tlie ‘policy of the A.B.C. to allow the B.d.L. 
more and more scope and to wean it gradually from dependence on 
Allied directives. With the establishment of the Federal German 
Republic in 1949 it became necessary to provide for the eventual 
creation of a Federal Central Bank, and Article 8S of the basic law 
establishing the new state provides for the setting up of such a bank 
(Bundesbank). It is, of course, clear that the B.d.L. is destined 
to become the Bundesbank and the main problem involved is how 
far the new statute to be presented to the Federal Parliament 
(Bimdestag) shall allow the government to direct the policy of the 
Bvmdesbahk. 

The technique by which the Government attempts to achieve 
control over banking policy is, of course, a minor matter. The 
position is complicated in Germany, because of the existing split 
in the responsibility for economic policy between the Ministry of 
Finance and the Ministry of Economics. Government responsibi- 
lity for monetary policy is inevitable and desirable. 

The Structure of the Commercial Banks 

The present organisation of commercial banking in the 
Federal Republic is largely the result of the decentralising zeal of 
the U.S. Control Authorities, who managed, after some opposition, 
to get the other members of Allied Military Government to accept 
their proposals. The law covering the decentralisation of banks 
provides that no bank shall maintain branches outside the Land 
in which its head office is situated, and prohibits control of banlts 
by an institution (except, of course, the B.d.L.) outside the Land 
in winch they operate. Bank supervision has been made the 
responsibility of the Land authorities. Custodians were appointed 
in the case of the former large branch banks to take over the 
functions of the shareholders — -they are', however, not subject to 
any sort of control by the shareholders. This law was intended to 
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provide only an interim solution until “the financial and economic 
structure was finaly determined”.' 

The problems which any reorganisation of the commercial 
banks in Western Germany will have to solve can be split into 
three sections covering the legal problems, the problem of banking 
capital, and the problems of commercial banking operations. 

1. The legal problems. Whatever the new organisation 
adopts, the pre-war branch banks will have to be finally dissolved, 
and their shareholders compensated with shares in the new 
corporations created. 

2. The problem of hanking capital. The Currency Reform 
reduced considerably the proportion of total liabDities represented 
by the bank’s oum resources. Under the Conversion Law the 
banks were to show in their new accounts as their own resources 
either 10 per cent, of their nominal capital or 7^ per cent, of their 
liabilities (less capital and reserves, of course). It is not the 
bank’s capital, but its liquid and potentially liquid resources which 
safeguard its creditors. Thus in September 1930, 254 Credit 
Banks reporting to the Central Banking System had 22 per cent, 
of their outside liabilities covered by liquid assets and government 
securities. 

3. The problems of commercial banking operations. The 
decentralisation of banking in Germany has reversed the normal 
development observable in every country in which legal restrictions 
have not impeded integration. The new difhculties arising are 
therefore exactly those which are overcome by integration. They 
can be divided into the foUowng sections ; 

(fl) Severe regional restriction of banking operations makes 
a diversification of risks very difficult. This is obviously 
so where there exists a geographic pattern of distribution 
of industry. The concentration of industry in certain 
parts of Germany, e.g., coal and steel in the Ruhr, gives 

this point some — though not overwhelming importance. 

It would, of course, be possible to overcome this difficulty 
by the groudh of financial centres and biU financing, but 
particularly in the circumstances of present-day Germany 
direct banic loans must be regarded as the most important 
means of business finance. 

(6) The total resources of the successor banks are insufficient 
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to allow any one bank to grant large credits. This 
applies especially if we remember that German banks have 
always considered as one of their main tasks the provi- 
sion of “interim finance”, i.e., they have acted as issue 
houses and undei^uiters. Long-term capital has been 
provided in the first 'instance by the banks, who later 
issued securities of the firms concerned to provide funds 
for repayment of the loan. The banks also undertook 
to support these securities on the Stock Exchange, Again, 
a solution of this problem is possible wthout reintegra- 
tion. Several banks could co-operate in the granting of 
large credits, and new specialist institutions could take 
over the task of issue and support of securities, 

(c) Differences in the economic structure of the various 
Laender must lead to the appearance of surplus and 
deficit areas seasonally as well as structurally. Integrated 
branch banks will directly and automatically provide the 
required mobility of funds through administrative action 
at the head ofSce. A unit banking system can obtain this 
mobility through the use of the services of a bill market, 
the correspondent system, or the rediscounting facilities 
at the Central Bank, In Germany to-day the bill market 
is almost non-existent and would only cover that part of 
bank finance which can be covered by bills of exchange. 
The correspondent system, though widely used, has not 
yet sufficiently developed to act as an equilibrating mecha- 
nism so that this task must be fulfilled largely by the 
Central Bank. If we take loans from the B.d.L. to the 
L.C.B.’s as a rough indication of the differences between 
surplus and deficit areas, we see that in October 1950 these 
loans varied from 0 per cent, of the total of the liabilities 
of L.C.B. of Bremen to 55.5 per cent, in the case of 
Schleswig-Holstem. While there is no doubt that the 
mobilising function can be fulfilled in this w'ay, it involves 
extra costs and uncertainties for the individual banks. 

(d) Probably the most important argument against a conti- 
nuation of the present organisation of commercial bank- 
ing in Germany is based on a consideration of the costs 
involved. The ratio of overhead costs to the volume of 
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business transacted tends to fall with the increasing 
business volume. This can be attributed mainly to the 
fact that certain departments, indispensable to an efficient 
bank, can serve a wide area without an increase in costs. 
Indeed, in a system of unit banking the cost of certain 
operations, e.g., the maintenance of branches abroad, 
may be prohibitive for any one bank. Excessive decen- 
tralisation implies therefore an uneconomic use of re- 
sources by the banking system. 

The abandonment of the Morgenthau-Bemstein plan and the 
deviation from the Potsdam agreement mean that decentralisation 
of banking is no longer a policy consistent with the political 
structure of Western Germany. The U.S. authorities have recently 
expressed their willingness to allow an enlargement of banking 
regions, and the British are known to have opposed decentralisa- 
tion from the start. There is thus no a priori reason against the 
re-establishment of large branch banks operating over the whole 
area of the Federal 'Republic, but since a large section of American 
official opinion is stiU opposed to this course, a compromise solution 
has been proposed and will probably be made the basis of legis- 
lation in the near future. 

The proposed plan involves the creation of three banking 
regions vvith freedom for banks to operate over the whole of any 
one region ; these are; 

A northern Re^on, including Hamburg, Bremen, Schlesvig- 
Holstein, Niedrsachsen. 

A western Region, including Nordrhein-Westfalen, the 
districts of Trier and Koblenz. 

’ A southern Re^on, including Hessen, Wuerttembergbaden, 
Bavaria, Baden, Wnerttemberg'-HohenzoUem, the re- 
mainder of Rheinland-Pffilz. 


THE CENTRAL BANKING SYSTEM OF 
WEST GERMANY 

The structure and organisational pattern of the Central 
Banking system of West Germany diSer from those of similar 
institutions in other countries. In line Avith the political structinre 
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of West Gennany its central banking s3^tem is federal in character. 
But it is not a copy of the American system. There are nine Land 
Central Banks on a regional level, \vith the Bank deutscher 
-Laender at the head of this regional sub-structure. The manage- 
ment of the Bank deutscher Laender vests in two distinct bodies: 
(a) the Board of Directors consisting of a President, the Presidents 
of the 9 Land Central Banks and the President of the Board of 
Managers and {b) the Board of Managers consisting of its President 
and 7 more members. The Presidents of the Board of Directors 
and the Board of hlanagers are elected by the 9 Presidents of 
Land Central Banks. Thus, the authority of the central institu- 
tion forms two distinct set-ups, the Board of Directors represent- 
ing the policy-making organ which in its composition reflects the 
pattern of the sub-structure and the Board of Managers assuming 
responsibility for the execution of the decisions of the Board of 
Directors. 

The Land Central Banks, like the Federal Reserve Banks of 
the U.S.A,, have their own demarcated areas of operation within 
which -they assume the tasks of 'bankers’ banks’ and exercise the 
functions of banks of issue. The Bank deutscher Laender, on 
the other hand, does not normally enter into dealings with the 
banks outside the system but maintains internal financing relations 
wth the Land Central Banks, by granting them rediscounting 
facilities and keeping their cash reserves. The cash transactions 
of the Federal Govenunent and credits to the Federal Government 
are, however, directly handled by the Bank deutscher Laender 
which is also the sole controller and ultimate reservoir of all foreign 
exchange. 

This decentralised hvo-level system of credit and currency 
management has come in for a great deal of criticism since its 
inception in 1948. But eight years of successful operations have 
proved the efficiency of the system. The Land Central Banks, 
by their legal independence and participation in the composition 
of the policy-making body, tend to curb the growth of any over- 
powering central influence. On the other hand, the Land Central 
Banks, though legally independent, are functionally interdepen- 
dent and together with the Bank deutscher Laender, constitute 
one organisational unit. Thus', the system combines the good 
points of both the centralised and decentralised systems. How far 
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it is able to serve the needs and to withstand the stresses of a rapidly 
expanding economy of a war-ravaged covmtry, will be watched 
wdth interest. 


BANKING SYSTEM OF SOVIET RUSSIA 

Banks in Soviet Russia were nationalised by a decree of the 
Gov’emment on the 27th December, 1917, for a proper reorgani- 
sation of the national economy. Banking was &us declared to 
be a state monopoly and all private joint-stock banks and other 
banking institutions of the capitalist regime w’ere merged in the 
State Bank, to which their assets and liabilities were all transferred. 
After the nationalisation of the private commercial banks the land 
banks, which were then engaged in the purchase and sale of land, 
were next liquidated, as their existence was considered to be 
unnecessary due to the state-ownership of land. 

' Planned socialist economy provides for a strict division of 
functions among the different banks in the U.S.S.R. The State 
Bank is the agency for short-term financing of the national 
economy. The industrial, trade, agricultural banks and the chain 
banks specialise in granting long-term credits and in 
e financing of capital investments in various branches of national 

Wggest institution of its tjqie in 
U.S.S.R. and has more than 4,000 branches in different republics, 
areM, re^ons and districts. All cash funds of Soviet enterprises 
State Bank, which virtually occupies the position 
of a treasurer of nation's economy. It also acts as the country’s 
c setting the accounts between all socialist enterprises 

and mstitahons. The Bank issues short-term loans for meeting 
of industrial and trade organisations. The 
budget-revenue, which mostly exceeds expenditures, contributes 
separately to the ri^urces of the State Bank. As the country's 
sole treasurer and the dispenser of short-term credits, the State 

Ssut in^bf ^ Central Bank of 

j , , , ■ i ■ ■ ®ank handies foreign trade 

accounts and foreign payments. ^ 

caoiiwnn'T specially the projects of 

schemes for 

g output. The national economic plan sets out the cons- 
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truction projects, the costs involved, the building schedules, defines 
the sources of materials and finance for carrying out the construc- 
tion programme. All funds appropriated for capital construction 
are mobilised through the channels of these long-term credit banks, 
which employ them for financing, state construction, extending 
loans to farms and co-operative organisations. The agricultural 
banks grant credits to collective farms to develop agricultural 
economy and carry out projects calculated to raise yield, and 
execute irrigation and drainage schemes. 

The Soviet credit economy is governed by this principle that 
each economic organisation payu its way. Each enterprise receives 
from the State both initial and working capital. The elimination 
of all forms of credit save and except direct bank-credit, enables 
the state to control, through the instrumentality of the batiks, the 
activities of the economic enterprises and organisations. With each 
enterprise having its own working capital, bank credit may be 
used only for certain defined purposes. Thus bank credits are used 
for meeting expenditures caused by seasonal production, processes 
or seasonal accumulation of goods or supplies and also to cover 
die cost of goods in transit or for the period the accounts between 
the buyer and the seller are settled. In tliis way bank credit plays 
a unique role in Soviet national economy and constitutes 40% of 
the working capital of the country as a whole. In July, 1933 the 
amount of bank credit in the U.S.S.R. stood at 17,000 million 
roubles and rose to 48,000 million roubles on January 1, 1938. 
During three and a half years of the Third Five-year Plan they 
increased by another one-third more. During the World War II, 
the credit institutions in the U.S.S.R. assisted in mobilising the 
stocks of goods in various branches of national economy and at 
different stages of production process and helped in the redistri- ^ 
button of these stocks giving priority to heavy industries and war 
production. It will be relevant to quote here the observations of 
Lenin on the socialist credit system; 

"Without the big banks socialism would be impossible 
of achievement. The big banks constitute that state-apparatus 
which we need for the achievement of socialism, and which 
we shall take ready-made from capitalism ; our problem here 
is only to lop away that which capitalistically mutilates this 
splendid apparatus and to make it stiU bigger, still more 
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democratic, stiU more 'branches 

formed into quality. A sing e nine-tenths of 

i„ every rmel .re. and 

the socialist apparatus. That will ^ distnbu- 

keeping, general state accountmg o P ot a . 

tion of goods, something m the nature, so to i 

skeleton of a socialist economy. 

banking system of AUSTRALIA 

A traliSe %V35 Ccntra.1 IBs-iik' 
The Commonwealth Bank of a savings bank 

of that country. It commence ^ ^^er general hanking 

department in July, 1912 an n ypon 

operations in January, 19^- jpqities during the stress and 

to discharge some general functions of the Bank 

strain of the World War .^j^^ank Act, 1945, included the 

as enunciated in the tary and banking policy calculated 

duty of pursuing a correc and of exercising its powers 

to serve the best mteres j-jon of the Bank would contribute 

in such a manner as m tne f 

t 

tn r currency of Australia, 

(a) the stahih^ employment in Australia, 

(5) the ° erity and welfare of the people. 

To? the aforesdd Act, 1945, the Bank was empowered 
,. the advance policy and the interest rates 

geueval, Sd I 

rrAnrv and the gold resources of the country. It was also re- 
q’dredTo safc^arl the mterests of all depositors of the Austrahan 

-banks against any loss. . , tjot,!- 

In addition to its usual central banking funchons, the canK 

maintained a number of departments, each of which has its own 
separate accounts. These departments included the Note-Issue 
Department, the General Banking Division, the Rural Cre(ht 
Department, the Mortgage Bank Department and the Industn^ 
Fmance Department. Although separately incorporated, the 
Commonwealth savings bank is under the management of the 
Governor of Commonwealth Bank. The Bank carried on its 
business through its 282 branches, 52 savings bank branches, 8,106 
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post office agencies and 836 other agencies. Half the net profits 
of the central banking business, the general banking division, and 
the Commonwealth saving banks was contributed to tlie National 
Debt Sinking Fund. Except for a payment of £150,000/- per 
annum to the mortgage bank department imtil the capital of that 
department had increased to £4,000,000 the net profits of the note- 
issue department were,,added to the consolidated revenue of the 
Commonwealth, Of the net profits of the rural credits department, 
one-half was transferred to the rural credits department fund/ 
which was utilised for the promotion of research-work and other 
activities designed to assist primary production. 

The System of Special Accounts 

Under this system, the trading banks are required to transfer 
a very large part of their assets to a special account kept at the 
Commonwealth Bank. The amount of these deposits to be 
transferred is determined by the Commonwealtlx Bank which pays 
some interest to the banks. The funds kept in tlie 'Special 
Accounts’ are a sort of time deposits without any fixed date of 
maturity withdrawable not on the demand of Uie depositor bank 
fiut at the option of the depositee bank. The system has been 
compared to that of the T.D.R. of England by a number of Writers. 
There are, of course, important similarities between this system 
of T.D.R. and that of the Special Accounts. Both are a sort of 
forced loan on which banks receive some interest. T.D.R. 's have 
dates of maturity when they will be repaid though the actual re- 
pajTODnt depended on the demands of the Treasury. The deposits 
in the special account may also be withdrawn by the banks though 
this will depend on Hie consent of the Commonwealth Bank. 
T.D.R.’s arc redisconntable at the Bank of England though no 
clearing banker would ever think of doing so. The deposits in 
the special account leave no tangible instrument tliat may be 
discounted at the Central Bank. 

In Australia the Commonwealtli Bank has taken up almost 
all the cash balances of the banks above 7 to S% and has been 
Pajdng interest on the whole of this amount. Under this s>-stera 

changes in the cash balances which each bank is required to 
keep at the Commonwealth Bank do not apply unifonnly to all 
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banks. The ratio has varied differently for different banks. The 
trading banks were called upon to make the deposit in the special 
accounts from December, 1941 and the deposits aggregated 
£ 7.8 million. In 1943 the deposits in the special accounts varied 
between £102 million and £103.3 million and rose to £182.8 
million in 1944. The purpose was to immobilise the surplus funds 
in the hands of banks which would have otherwise intensified the 
inflationary pressure. It is the normal policy of the Bank to 
provide for the growing requirements of the country or finance 
by releases from the special accounts according as circumstances 
demand on a scale sufficient to support an appropriate level of 
bank investments. There is flexibility in the use of this method 
in relation to each bank. The percentage of deposits which each 
trading bank has been required to keep in the special account has 
not only been different for each bank but has also not been the 
same in all the 5 'ears even in the case of a particular bank. But 
there is no evidence of any complaint against this discriminatory 
practice adopted by the Commonwealth Bank. The deposits in 
the special accounts were regarded by the trading banks as part 
of their liquid assets and as a large percentage of these assets 
came to be frozen in the special accounts, banks considered them- 
selves free to lower the amount of their cash balances. The system 
was instituted in 1941 in order to prevent the trading banks from 
making undue profits out of the national war finance and to 
enable the Commonwealth Bank to exercise control over the rate 
of creation of credit. Much of the success of the system in 
Australia is due to the small number of banks operating in that 
country and to the high sense of co-operation shoTO by them. 
But there is a danger "that the very sharpening of this instrument 
may tend to make it more difficult in operation”. 

According to the annual report of the Bank, the Rural Credits 
Department made advances totalling £252 million in the course 
of the year ending June, 1950. In addition it granted advances 
totalling £54.2 million against shipping documents for foodstuffs 
exported under contract to the British Food Mnistry. The major 
portion of these funds has been obtained from the General Bank- 
ing Di\rision. The General Banking Division grants loans to all 
types of borrowers including primary producers against the 
mortgage of an estate or interest in land by the borrower. But 
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the Rural" Credits Department grants loans only upon the security ' 
of primary produce placed under the legal control of the bank and 
upon such other securities associated with the production or 
marketing of primary produce as the Bank thinks fit. The 
Commonwealth Bank of Australia had up to June, 1950 invested 
the aggregate sum of about ^£31 million in long-term loans (£21.97 
million in the Industrial Finance Department, £4.14 million in 
the Mortgage Bank Department and a total of £4.9 million 
approved during the year on accoimt of housing loans). The 
total resources of the Bank in all Departments including the 
Savings Bank amounted to £1581.7 million. The major portion 
of funds invested in the Mortgage Bank Department and the 
Industrial Finance Department had possibly come from the 
Savings Bank. 

The Commonwealth Bank of Australia has been reconstituted 
as the Reserve Bank of Australia under the Reserve Bank Act 
1959 which has come into force on the 1st January, 1960. The 
above Act replaces the earlier Commonwealth Bank Act, 1945, 
1948, 1951 and 1953. The Reserve Bank Board consists of the 
Governor, the Deputy Governor, the Secretary to the Department 
of the Treasury, seven other members appointed by the Governor- 
General. The reconstituted Reserve Bank now exclusively dis- 
charges central banking functions and has shed other non-central 
banking ftmetions. 

Under the above Act, the Reserve Bank has to maintain a 
Rural Credits Department and keep its accounts separate and 
distinct from the other accounts and transactions of the Bank. 
The Rural Credit Department shall have a reserve fund to be 
called the Rural Credits Department Reserve Fund as also another 
frmd called the 'Rural Credits Department Fund. The accounts 
and records of financial transactions of the Bank are audited by 
the Auditor-General. 

The Commonwealth Banking Corporation and Others 

The Commonwealth Banks Act, 1959 provides for the 
establishment of the Commonwealth Banking Corporation and 
makes provisions for the conduct of the business of the Common- 
wealth Trading Bank of Australia, the Commonwealth Savings 

11 
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Bank of Australia and the Commonwealth Development Bank of 
Australia. 

The Commonwealth Banking Corporation shall make available 
to the Trading Bank, the Savings Bank and the Development Bank 
such ofheers and employees are necessary for cfBciency conducting 
the business of each of these banks. There shall be a Common- 
wealth Banking Corporation Board which will have power to 
determine the policy of the Trading Bank, of the Savings Bank 
and of the Development Bank and to control the officers of the 
Corporation and of each of those banks. 

The Goiimionwealth Banking Corporation Board shall consist 
of the Managing Director, the Deputy Managing Director, the 
Secretary to the Department of the Treasury and eight members 
appointed by the Governor-General. 

The Commonwealth Trading Bank of Australia established 
under the Commonwealth Bank Act 1945-53 is preserved. The 
Trading Bank shall carry on general banking business. Its capital 
shall be the aggregate of the Trading Bank immediately before 
the commencement of this Act, the sum of b.vo million pounds 
paid by the Reserve Bank to the Trading Bank on the commence- 
ment of this Act, etc. There shall be a General Manager of the 
Trading Bank who shall be appointed by the Governor-General on 
the recommendation of the Board. The Trading Bank shall pay 
to the Corporation an amount determined by the Board to be the 
proportion of the expenses of the Corporation attributable to the 
Trading Bank. 

The continuity of the Commonwealth Savings Bank estab- 
lished before is preserved. The Savings Bank shall carry on the 
general business of a savings bank. The Savings Bank shall have 
a reserve fund which shall consist of the aggregate of 

(a) the amount standing to the credit of the Savings Bank 
Reserve Fund existing under the Commonwealth Bank 
Act 1945-53 immediately before the commencement of 
this Act and 

(&) such other sums as are placed to the credit of the Fund. 

There shall be a General Manager for the Savings Bank who 
shaU be appointed by the Governor-General on the recommenda- 
tion of the Board. The Savings Bank shaU pay to the Corpora- 
tion such expenses as attributable to its operations. 
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Loans may be made by the Trading Bank or the Savings 
Bank to buildiflg societies and to individuals for the erection or 
purchase of homes. The period of such loans shall not be less than 
for five years or more than thirty-five years. 

The Commonwealth Development Bank has also been estab- 
lished. The functions of tlie Development Bank are — 

(a) to provide finance for persons — 

(i) for the purposes of primary production 
(it) for the establishment or development of industrial 
undertakings and 

(ni) to provide advice and assistance for the efficient con- 
duct of primary production or of industrial under- 
takings. 

The Development Bank is also authorised to carry on banking 
business. The capital of the Development Bank shall be the 
aggregate of — 

(a) the amoutit of the capital of the Mortgage Bank Depart- 
ment of the Commonwealth Bank of Australia im- 
mediately before the commencement of this Act ; 

(b) the amount of the capital of the Industrial Finance 
Department of the Commonwealth Bank of Australia ; 

(c) the amount of five million pounds which shall be paid 
by the Reserve Bank to the Development Bank ; and 

(d) such other sums as are transferred from the Common- 
wealth Development Reserve Fund. 

There shall be a General Manager of the Development Bank 
who shall be appointed by the Governor-General on the reconrmen- 
dation of the Board. The Development Bank shall pay to the 
Corporation such expenses as are attributable to it. 

There are certain restrictions on its borrowings from the 
Reserve Bank of Australia which shall not exceed two million 
pounds. The Development Bank shall not also borrow moneys 
repayable in a currency other than Australian currency. 

Private Trading Banks 

There are 8 Australian, 3 Anglo-Australian, and 3 Overseas 
trading banks carrying on usual banking business in Australia. 
There exist three other banks, established by State Governments, 
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whicli also undertake normal banking operations, but address 
themselves particularly to the task of financing rural industries 
and borne building. These banks were to keep with the Common- 
wealth Bank special deposits carrjnng interest at the rate of 
1^% p.a. under the National Security (Wartime Banking Control) 
Regulations as a safeguard against “secondary inflation”. 
Maximum rates of interest on bank deposits and overdrafts rvere 
also fixed under the National Security (Economic Orgamsation) 
Regulations. 

The affairs of these trading banks are subject to periodical 
inspection by the Auditor-General, For the protection of the 
depositors, the Commonwealth Bank is also authorised to inspect 
any bank, when necessary, and to assume control of the business 
of any bank that is rmable to meet ite obligations to depositors. 

If any bank is convicted for any offence under the Act and 
fails to comply with a direction of the High Court to observe the 
provisions of the Act, the High Court may authorise the Commorr- 
wealth Bank to assume control of the business of that bank. 


STATE BANK OF PAKISTAN 

The State Bank of Pakistan was constituted under the State 
Bank of Pakistan Order, 1948 for the purposes of taking over as 
from the first day of July, 1948 the management of the cnirency 
from the Resetr'e Bank of India and carrying on the business of 
central banking in Pakistan. The Head Office of the bank is 
situated in Karachi and the capital of the Bank is Rs. 3 crores, 
divided into 300,000 shares of the nominal value of Rs. 100/- each 
which shall be fully paid up and of which not less than 51% shall 
be issued to the Pakistan Central Government, The balance of 
the share capital remaining after deducting the amount of the 
shares to be issued to the Central Government shall be offered for 
public subscriptions. 

The general superintendence and direction of the affairs and 
. business of the bank shall be entrusted to a Central Board of 
■< Directors which shall consist of the Governor, one or more Deputy 
Governor(s), if appointed, and nine Directors nominated or elected 
in accordance with the prordsions of clause 9 of the Order. A 
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Local Board sLall be constituted for each of the three areas and 
shall consist of four members elected from amongst themselves 
by the shareholders and not more than five members nominated 
by the Central Government. 

The constitution of the Bank has been drawn up on the model 
of the Reserve Bank of India Act and the Bank carries on all 
such business which the Reser\'e Bank of India is authorised to 
transact. On and after tlie 1st of July, 1948 the Bank shall have 
the sole right to issue bank notes in Pakistan. The assets of Issue 
Department shall consist of gold coin, gold bullion, silver bullion, 
sterling securities, approved foreign exchange, rupee coin and 
rupee securities to such aggregate amount as is not less than the 
total of the liabilities of the Issue Department. Of the total amoimt 
of the assets not less than 30% shall consist of gold coin, gold 
bullion, silver bullion, sterling securities or approved foreign ex- 
change. The remainder of the assets shall be held in rupee coin, 
rupee securities of any maturity and such bills of exchange and 
promissory notes payable in Pakistan as are eligible for purchase 
by the Bank under para (a) or para (6) of sub-clause (2) of clause 
13. Of the gold coin and gold or silver bullion held as assets not 
less than 17/20 shall be held in Pakistan. ^ 

A scheduled bank in Pakistan is required to maintain with 
the bank balance's aggregating 5% of its demand liabilities and 
2% of its time liabilities. 

The Banking Control Department has been constituted to 
perform all functions in relation to the scheduled and non- 
scheduled banks operating in Pakistan. During the year the State 
Bank decided to liquidate two banks in Western Pakistan for their 
continued failure to comply with the statutory requirements under 
the Banking Companies (Control) Act, 1958. It also decided to 
take into liquidation those non-scheduled banks in East Pakistan 
which similarly failed to fulfil the statutory requirements of the 
said Act. 

In February, 1951 India recognised the par value of the 
Pakistani rupee. Following the acceptance by India of the par 
value of Pakistani Rupee the following rates were laid down for 
dealings in respective currencies; 

(>) State Bank of Pakistan buying rate Rs. 144-0-9 India, for 
Rs. 100/- Pakistan. 
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(»i) State Bank of Pakistan selling rate Es. 143-13-3 India, 
for Rs. 100/- Pakistan. 

(iVi) Reserve Bank of India buying rate Rs. 69-8-3 Pakistan, 
for Rs. 100/- India. , i 

(in) Reserve Bank of India selling rate Rs. 69-6-6 Pakistan, 
for Rs. 100/- India. 

The year 1950-1951 ^vas a year of steady progress for the State 
Bank. The nucleus of a Research Organisation was established. 
Statistics were mechanised and Balance of Payments Statements 
began to be prepared. Special measures were taken to make the 
National Ba^ of Pakistan an importai^ factor in commercial 
banking. The initial period of rapid expansion having passed, the 
Bank has entered the stage where improvement of services and 
the consolidation of the structure must be its chief pre-occupation. 

The principal function of the State Bank as a Central Bank 
is to regulate currency and credit in the best interests of 
the cxiuntry so that monetary stability should be ensured and the 
most favourable conditions maintained for promotion of economic 
activity on healthy lines. In the first instance, the primary instru- 
ments to carry out such a policy are open-market operations and 
discount policy. The Bank is empowered to purchase and sell 
Government securities of any maturity ; to deal m specified secu- 
rities of local authorities ; and to purchase, sell, and discoimt 
certain tyf)es of bills and promissory notes of a maturity not more 
than 90 days, except that where such instruments relate to the 
financing of seasonable agricultural operations, for the marketing 
of crops, maturities of up to 9 months might be accepted. The 
State Bank is authorised to extend to local authorities, scheduled 
banks, or provincnal co-operative banks, loans and advances 
against specified types of securities, either repayable on demand, 
or on the expiration of a fixed period not exceeding 30 days. The 
Bank is further authorised to discount or rediscount certain types 
of bills or other commercial paper. The Bank is to assure the 
continued functioning of banking services and the readiness of 
banks to meet their legal obligations and a special department of 
the Bank was set up to take all practicable measures to ensure 
the protection of interests of the Pakistani depositors. The Bank 
K to act as banker to both the Central and Provincial Governments 
in Pakistan and to make short-term advances from time to time 
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to cover Government expenditure in excess of revenue. It is also 
to manage 'the public debt and to arrange for the issue and service 
of loans. ■' 

Profits arising from its business are to be divided between 
the shareholders and the Government. After provision for all bad 
and doubtful debts,' depreciation on assets, etc. a cumulative divi- 
dend at the rate of 4% per annum is to be paid by the Bank to 
its shareholders and the surplus, if any, to the Government of 
Pakistan. In return, the Bank is exempted from income-tax. 

As a basis for open-market operations, an attempt wus made 
by it to develop a securities market, but the Stock Exchange in 
Karaclu remained very restricted and the supply of investment 
scrip was limited. The State Bank announced its intention to 
give reasonable support to the market and funds were also 
provided in tliis way during the periods of financial stringency. 
In all cases dealings took place through brokers. The State Bank 
has been prompted on occasions to buy securities from the banks 
during the busj’' season for the purpose of putting them in fimds 
and to sell securities to them when their cash balances rise. The 
Bank informs its brokers that it is prepared to buy or sell and 
leaves it to the rest of the market to make use of the faci- 
lities offered. Apart from the effects on bank liquidity, tliis has 
provided more or less consistent demand for such securities as are 
available, and prices have been stable. 

The State Bank’s discount rate provided the basis of the 
market structure. The discount rate on hundis varies a great deal 
and depends on the standing of the customer. The seasonal 
character of the business done is most obviously reflected in the 
rate on inter-bank call loans. In Karachi there is a quite well- 
developed market. Further in the system which is still relatively 
immature, the State Bank has felt the need for a more direct 
control over the commercial banks than can be provided by 
resorting to the traditional weapons. In addition, the Government 
felt achtely its lack of complete independence in the banking field 
as a result of the foreign ownership of most of the banks operat- 
ing in Pakistan. Of 35 leading banks doing business in Pakistan 
at the time of the partition, only two had tlieir Head Offlees there 
and the policies and activities of the majority of the banks were 
directed from outside the country. As stated before, the scheduled 



168 FUNDAJ.IENTAtS OF BANKING THEORY AND PRACTICE 

banks in Pakistan are required to maintain 5% of their demand 
liabilities and 2% of their time liabilities with the State -Bank. 
Furthermore, by the amendment to the original order, the Bank 
resen^es the right to increase the reserve requirements by notification 
in the event of its becoming necessary to limit credit facilities in 
order to safeguard the economy. 

Initially, the banking companies in Pakistan were required 
to hold in Pakistan assets amounting to 75% of their demand and 
time liabilities to depositors in Pakistan. Subsequently this ratio 
was raised to 85%. Moreover, the prescribed percentage must 
now be maintained throughout the year instead of at the close of 
each quarter as previously. Under the Banking Companies 
Control Act, 1948, as amended, the State Bank has also been given 
general powers to call for information from the other banks and 
to discourage or even to prohibit banks from undertaking parti- 
cular types of transactions. The State Bank, in the event of 
emergency, might now assist both scheduled and non-scheduled 
banks directly by oSering either loan or discount facilities. 

As a part of the system of bank control, the State Banlc is 
also empowered, wth the previous sanction of the Central Govern- 
ment, to inspect banks. Furthermore, in terms of the Banking 
Companies (Restriction of Branches) Act, 1946, as amended, banks 
must apply for a licence from the State Bank for the opening of 
new branches or for changing location of the existing offices. 

In order to study the problems connected with agricultural 
credit, a separate section has been set up in the Banking Control 
Department. 


Commercial Banks 

The structure of commercial banking in Pakistan owes much 
to the inheritance of institutions developed in undivided India. In 
Pakistan commercial banking proper (apart from the National 
Bank of Pakistan which is dealt with separately) may be conve- 
niently divided into three groujis: exchange banks, Indian banks 
and Pakistani banks. The leading Pakistani banks are the Habib 
Bank Ltd., the Muslim, Commercial Bank Ltd., the Bank of 
Bahawalpur and the Austr^asia Bank Ltd. The oldest Pakistani 
bank is the Central .Exchange Bank founded in 1926. 
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Exchange banks naturally do the bulk o£ the work in foreign 
exchange but the other ioint-stock banks are also developing an 
interest in this field. 


iNnuSTRiAL Finance 

An Industrial Finance Corporation has been established under 
the Pakistan Industrial Finance Corporation Act, 1949 to provide 
medium-term finance to industries which would otherwise ex- 
perience difficulties in raising the necessary funds. Its authorised 
capital was fixed at Rs. (PJS crores of which the Pakistan Govern- 
ment held 61 per cent. The shares of the Corporation and a 
minimum annual dividend are guaranteed by the Central Govern- 
ment. The Corporation has built up a reserve fund but until this 
reaches the same figure as its paid-up capital [at present Rs. (P)2 
crores] The rate of dividend has been restricted to 2|% per anniun. 
a The borrowing powers of the Corporation are limited to 5 times the 
amount of ite paid-up capital and reserve fund. Within these 
limits and with the prior approval of the Central Government, it 
may issue and sell bonds and debentures for the purpose of in- 
creasing its working capital at such rates as are approved by tlie 
Government which shall guarantee interest on and repayment of 
such liabilities. In addition, the Corporation may accept deposits 
on terms and conditions and to the extent approved by the Central 
Government. 

During the first two years of operation, the Corporation only 
granted direct loans but recently it has agreed to underwrite the 
issue of shares and debentures. A vide "range of industries has 
been assisted and those which profited most included textiles, 
sugar, printing, food processing, and electricity. 


THE NATIONAL BANIC OF PAKISTAN 

The National Bank of Pakistan ws constituted under' the 
National Bank of Pakistan Ordinance No. XIX of 1949 promul- 
gated by the Governor-General on the 8th November, 1949. The 
Pakistan Government originally intended to establish the bank 
under an Act of the Dominion Legislature but in September, 1949 
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they decided to set it up immediately in view of the threatened 
crisis in the jute market in East Pakistan consequent on the 
devaluation of the Indian rupee. Accordingly the ~ Ordinance 
constituting the bank was promulgated and the batik started 
functioning within a few days of its formation. Early in 1949, 
a private limited company under the name of the Promoters Co. 
Ltd. was formed with the object of promoting this Bank. The 
company ceased to function on the formation of the Bank and 
legal proceedings were started for winding it up. Under the 
transitional provisions of the Bank’s Ordinance, the Bank was 
permitted only to undertake the business of financing jute, cotton 
and other agricultural commodities. In addition, the Bank was 
authorised to transact any other business with the prior approval 
of the Central Government. 

The Bank has an authorised capital of Ks. 6 crores of which 
Rs. 2,30,22,400 have been issued and subscribed up to the 31st 
December, 1950 and the paid-up capital amounts to 1^. 57,55,600. 
For the present 50% of the value of each share will be called up 
and the balance shall not be called up except in the event and 
for the purpose of the Bank being wound up. The Central 
Government shall be a shareholder of the Bank and shall purchase 
at par- not less than 25% of the shares issued by the Bank from 
time to time. 

The general superintendence and direction of the affairs and 
business of the Bank shall be entrusted to the Central Board which 
shall consist of the following Directors, viz., 

(a) ^ -the Managing Director appointed by the Central Govern- 

ment under section 16 ; » 

(b) eight Directors selected in local or special local meetings 
by the shareholders ; 

(c) three Directors appointed by the Central Govenunent. 

The President of the Central Board shall be appointed by the 
. Central Government from amongst the Directors. A Local Board 
shall consist of the following members, viz.„ 

(a) The Managing Director or a Deputy Managing Director. 

(b) 'One member appointed by the Central Board from 
amongst the Directors elected by the shareholders regis- 

I tered in the branch register of that area. - ' 
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(c) ' Two members appointed by tbe Central Government from 

the area in which a Local Board is established. 

(d) Two members elected in a local or special local meeting 
from amongst themselves by the shareholders registered 
in the branch register of that area. 

.The Managing Director shall be appointed by the Central 
Government on such terms and for such period not exceeding three 
years as it may fix at the time of appointment. The Bank is not 
authorised to transact tire following types of business; — 

(1) It shall not make any advance or loan — 

(fl) For a longer period than 12 months or 
(b) upon the security of shares of the Bank or 

' (c) save in the case of the estate specified in clause (3) of 

' section 25, upon mortgage or in any other manner 

upon the security of any immovable property or 
documents of title relating thereto. 

(2) The Bank shall not discount or buy or advance or lend 
to any individual or partnership firm an amount exceeding in the 
whole at any one time such sum as may be prescribed. 

(3) The Bank shall not discormt or buy or advance or lend 
or open cash credits on the security of any negotiable instrument 
of any individual or partnership firm payable in the town or at 
the place where it is presented for discormt, which does not carry 
on it the several responsibilities of at least two persons or firms 
unconnected with each other in general partnership. 


CENTRAL BANK OF CEYLON 

The Central Bank of Ceylon was constituted under the 
Monetary Law Act, No. 58 of 1949 to fulfil the folio-wing objects: 

(a) the stabilization of domestic monetary values ; 

(b) the preservation of the par value of the Ceylon rupee and 
the free use of the rupee for current international trans- 

. actions ; 

(c) the promotion and maintenance of a high level of pro- 
duction, employment, and real income in Ceylon ; and 
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(d) the encouragement and promotion of the full development 
of the productive resources of Ceylon. 

The Monetary Board 

t 

(1) The Monetary Board of the Central Bank shall, in addi- 
tion to determining the policies or measures authorised to 
be adopted or taken under this Act, be vested with the powers, 
duties, and fimctions of the Central Bank under this Act, and be 
generally responsible for the management, operations, and ad- 
ministration of the Bank. 

(2) The Monetary Board shall consist of — 

(a) the Governor of the Central Bank who shall be the 
Chairman of the Board ; 

“ (b) the person holding office for the time being as 

a Permanent Secretary to the Ministry of Finance ; 
and 

(c) a third member appointed by the Governor-General 
on the recommendation of the Prime Minister. 

The term of office of the Governor, and of the person 
appointed under paragraph (c) of section 8' (2) (hereinafter 
referred to as the "appointed member”), shall, subject to the pro- 
visions of sub-section (2) of this section, be the period of six years 
commencing on the date of his appointment. 

The Central Banli shall establish and maintain a Department 
of Economic Research which shall prepare data and conduct 
economic research, for the guidance of the Monetary Board and 
the Governor in formulating, implementing, and executing policies 
and measures and for the information of the public, in the 
subjects of money and banking and other economic subjects of 
general interest. 

The Department of Banic Supervision 


For the purposes of the continuous supervision and periodical 
e.Kamination of all banking institutions in Ceylon, the Central Bank 
shall establish and maintain a Department of Bank Supervision. 
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The Dirfector of Bank Supervision shall examine, or cause an 
xaminer of his Department to examine, the books and accoiints 
. commercial bank in Ceylon at least once in each examina- 
tion period; and shall make such further examinations in respect 
of any specified bank whenever required so to do by the Governor. 

Examination of the books and accounts of banking institutions 
other than commercial banks, or of any specified banking institu- 
tions, shall be made if directions in that behalf are given by the 
Monetary Board. 

In any case where the Director of Bank Supervision is satis- 
fied, after examination by himself or any Examiner of the affairs 
of any banking institution, or upon information received from the 
institution, that the institution is insolvent or is likely to become 
unable to meet the demands of its depositors, or that its continuance 
in business is 'likely to involve loss to its depositors or creditors, 
ihe Director shall make a report accordingly to the Governor for 
submission to the Monetary Board ; and if the Board, upon review 
of the facts and circumstances, is of opinion that action should be 
taken as hereinafter provided, the Board may make order directing 
the institution forthwith to suspend business in Ceylon and direct- 
ing the Director to take charge of all books, records and assets of 
the institution und to take such measures as may be necessary to 
prevent the continuance of business by the institution. 

In any case where an order is made, whether in pursuance of 
an application under section 30 or otherwise, for the winding-up 
of any banking institution, then, notwithstanding anything in any 
other written law. the Director of Bank Supervision shall he 
appointed to be the liquidator for the purposes of such 
winding-up. 

The Intemationai Reserve of the Central Bank may include 
the following assets: 

(t) gold *, and 

(») assets in foreign currencies in the form of — 

(c) documents and instruments of tj'pes customarily 
employed for the international transfer of funds ; or 
(6) demand and time deposits in Central Banks, 
Treasuries, and commercial banks abroad ; or 

(c) securities of foreign governments ; or 

(d) foreign notes and coins. 
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Regulation of Foreign Exchange Operations of 
C oJiMERCiAL Banks 

The Monetary Board shall determine the minimum rate at 
which commercial banks may buy spot exchange and the maxi^ 
mum rate at which they may sell spot exchange. Where the 
Monetary Board has certified the legal parity of a currency in 
accordance with section 72. the maximum and minimum exchange 
rates established for such currency shall not differ from such parity 
by more than one per centum. 

No commercial bank shall buy spot exchange at any^rate 
below the minimum rate determined under sub-section (1) or sell 
spot exchange at any rate exceeding the maximum rate so deter- 
mined ; and no commercial bank shall in respect of any purchase 
or sale of sudv exchange accept any commission of impose any 
charge of any description except telegraphic or other costs actually 
incurred in coimection with such purchase or sale. 

No commercial bank shall carry out any transaction in 
exchange, not being a spot transaction, at any rate which differs 
from the rate determined under sub-section (1) for a spot 
transaction — 

(a) by a margin greater than is reasonable having regard to 
the additional costs, expenses or risks of the transac- 
tion : or 

(b) by such margin, if any, as may be prescribed in that 
behalf by the Monetary Board. 

The Monetary Board may direct that proportion which the 
assets in Ceylon rupees or commercial banks in Ceylon bear to 
the liabilities in Ceylon rupees of such banks diall not be less than 
such proportion as the Monetary Board may prescribe, or may 
direct such banks to maintain a balanced position between their 
assets and liablities in any currency or currencies in which they 
operate. The Board shall allow to such banks a reasonable period 
of time in which to comply with any such direction. 

Subject to the principles stated in the preceding section of 
this Act, the Central Bank may ordinarily transact with commer- 
cial banks and the Co-operative Federal Bank of Ceylon, Limited, 
credit operations of any description set out hereunder: 

(a) Commercial credits . — The Central Bank may discount. 
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rediscount, buy, and sell bills, acceptances, promissory 
notes, and other credit instruments with maturities of not 
more than ISO days from the date of their discount, 
rediscount, or acquisition by the Central Bank and result- 
ing from transaction related to — 

(j) the importation, exportation, purchase, or sale of 
readily saleable goods' and products, or their trans- 
portation within Ceylon ; or 

(h) the storage of non-perishable goods and products 
' which are duly insured and deposited under condi- 

tions assuring their preservation in authorise'd bond- 
ed warehouses or in other places approved by the 
Monetary Board. 

(6) Production credits . — The Central Bank may discount, 
rediscoimt, buy, and sell bills, acceptances, promissory 
notes, and other credit instruments having maturities of 
not more than 270 days from the date of their discount, 
rediscount, or acquisition by the Central Bank and result- 
ing from transactions related to the production, manu- 
facture, or processing of agricultural, animal, mineral, or 
industrial products. 

(c) Advances . — ^The Central Bank may grant loans or 
advances for any fixed period not exceeding 180 days upon 
promissory notes secured by the pledge with the Bank of — ■ 

(i) gold coins or bullion ; or 

(ii) negotiable Treasury bills, promissory notes, deben- 
tures, bonds, or other negotiable securities of the 
Government ; or 

{Hi) seciuities issued by the Central Bank itself or oilier 
credit instruments of banking institutions operating 
in Ceylon and approved by the Monetary Board ; or 
(:u) credit instruments referred to in paragraph {a) of this 
sub-section ; or 

(o) credit instruments referred to in paragraph (6) of this 
sub-section.’ 

Notwithstanding anything in the preceding provisions of this 
paragraph, loans or advances secured by the pledge of any credit 
instrument referred to in paragraph {&) of this sub-section may 
be for a period not exceeding 270 da3^s. 
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In special circumstances in which the Monetary Board con- 
siders it necessary to promote or iacilitate lending operations or 
particular classes of such operations hy banking institutions which 
makes loans upon mortgages, whether of movable or of immov- 
able property, the Central Bank may grant loans or advances to 
any such institution against promissory notes given by such institu- 
tion subject to and in accordance with the following conditions: — 

{< 2 ) that the loan or advance is repayable witMn a period not 
exceeding one year ; 

(b) that the repayment to the Central Bank of the loan or 
advance is secured by the assignment to the Bank by way 
of pledge — 

(i) of debts falling due for payment within the same 
period to the institution by its borrowers, and 

(ii) of the mortgages given as security for the paxunent 
of such debts to the institution ; 

(c) that the borrowers from whom such debts are due to the 
institution are not in default or arrears ; and 

(d) that the total amount of the loan or advance by the 
Central Bank must not exceed fifty per centum of the 
total amount of the debts which are so assigned to it. 

In periods of emergency or of imminent financial panic which 
directly threatens monetary and banking stability, the Central Bank 
may grant to banking institutions, and may renew extraordinary 
loans or advances secured by any assets which are defined as 
acceptable for the purpose by the Monetary Board by unanimous 
decision. 

A banking iirstitution to rvhich an extraordinary loan or advance 
is granted under sub-secb'on (1) shall not, while the loan or advance 
is outstanding, expand the total volume of its loans and investments 
except with the prior approval of the Monetary Board. 

The Centr-al Bank shaix Conduct Ofen-market 

OfERATIONS 

The Monetary Board shall, in order to limit the volume of 
money created by the credit operations of the banking SAfstem^ 
reguire Commercial banks operating in Ceylon to maintain reser\*es 
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against their deposit liabilities, and shall for such purpose define 
the classes of deposit liabilities against which reserves shall be held. 

The Central Bank shall provide facilities for clearance trans- 
actions among commercial banks operating in Ceylon. 

The Monetary Board may from time to time by order prescribe 
the minimum ratios which the capital and surplus of commercial 
banks shall bear to the total volume of their assets or to any 
specified categories of such assets. 

The Monetary Board may by order direct that letters of credit 
shall not be opened by commercial banks unless such letters are 
covered by minimum margins of such kind, amount, or proportion 
as may be prescribed by the Board ; different margins may be so 
prescribed for different classes of transactions to be financed by 
means of letters of credit. 

The Monetary Board may from time to time make order — 
(fl) fixing the maximum rates of interest which commercial 
banks may pay upon various classes of deposits ; or 
(6) fixing the maximum rates of interest which commercial 
banks may charge for different types of loans or other 
credit operations. 

The decision of the Government of Ceylon to establish a 
Central Bank was a decision with far-reaching implications for the 
people of Ceylon. Good central banking is less good law than 
good practice. The Central Bank of Ceylon may make its influ- 
ence felt more effectively through the development Of day-to-day 
relations of confidence and understanding between itself and the 
various banking institutions than through the exercise of all the 
powers conferred upon it under this Act. Such influence is known 
as "moral suasion” and should be especially important in a small 
country where it should be possible to develop close relation 
between the Central Bank and each of the fairly limited number 
of banking institutions. 

Experience of Central Banks in underdeveloped economies 
reveals that such banks need different and wider powers than those 
in developed economies. Traditional instruments of Central Bank 
action, like setting the discount rate or engaging in open-market 
operations, are often ineffective or inappropriate even in highly 
developed countries like Britain and the United States. In a 
country like Ceylon, with its very small capital market, such instru- 
12 
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meats may be utterly useless. Special problems are also created 
where the great majority of the credit institutions are foreign oumed. 

In countries similar to Ceylon, Central Banks have had to 
devise new instruments of action. In this way have been devdoped 
such instruments as control of reserve requirements, interest .rates, 
portfoKo ceilings, capital-asset ratios, and letters of credit margins. 

It is obvious that tlie resources of the Island cannot be Miy 
developed unless credit is made more freely available. But a 
Central Bank cannot force a commercial bank to lend when it docs 
not wish to lend. It is therefore advisable that in Ceylon the 
Central Bank should have authority to lend at certain times to 
credit institutions other than commercial banks and lliat it should 
have the authority to take measures to reduce some of the unusual 
risks of lending in Ceylon. For this reason it is recommended that 
the Central Bank have the authority to lend to mortgage lending 
institutions and also to the co-operative credit movement, whose 
sound development in the past indicates that it is a most promising 
means of making greater credit facilities available to the small 
farmer. In order to reduce risks of lending in Ceylon, the Central 
Bank should have the authority to act as the agent of the Govern- 
ment in such sj'stems of loan insurance or loan guarantees as may 
be established in the future. 

Like a number of other underdeveloped economies, the Ceylon 
economy is ordinarily dependent for its prosperity upon the ability 
to sell a few primary commodities in foreign markets at satisfactor}’ 
prices. It is therefore peculiarly dependent upon economic con- 
ditions abroad, and is especially sensitive to the world business 
cycle. It would be a mistake to anticipate that the Central Bank 
will immediately be able to insulate the Ceylon econom}' against 
short-run fluctuations in the recepits of the major export industries 
on which the level of consumption in Ceylon primarily depends. 
The most that the Bank can do is to help alleviate some of the 
more serious effects of such fluctuations. In the long run, how- 
ever, the Bank may he able to do a great deal towards strengthen- 
ing the economy. By helping to direct the savings and credit re- 
sources of the nation, as well as foreign capital, into new agricul- 
tural development and new industries, it can stimulate a diversi- 
fication of the economy rvhich will make it more resilient and adapt- 
able to changing economic conditions abroad. 



PART II 



CHAPTER VI : 


INDIAN, MONEY MARKET 

.The ' Indian , money -market is composed of tke loosely Mi 
units', whicli are 'not correlated to each other. Each unit, namely, 
&e imperial Bank of India (now the State Bank of India), the 
exchange hanks, the joint-stock banks, the co-operative banks and 
&e indigenous bankers, is self-contained in its respective sphere 
and ‘ often follows independent policies which might clash and 
weaken the, monetary structure. The joint-stock banks are jealous 
of the privileged position of the Imperial Bank of India (now the 
State Bank of India). The exchange banks hold an enviable posi- 
tidii in the Indian money market being the sole agencies for financ- 
ing Iridia's foreign trade and are serious competitors, with Indian 
batiks m .the field of inland trade as well. The relation between 
co-operative banks and otlier joint-stock banks is not continuous, 
nor is it so regular as it should be. The indigenous- bankers are 
so wide apart from modernised banking institutions and fall, still 
to-day outside the ambit of centralised banking control. Naturally 
the Indian money market cannot help being divided into so many 
isolated segments, instead of being a compact unit. It is expected 
that the Reserve Bank of India will, in comrse of time, be able to 
bring about a co-ordination between the different units and inte- 
grate them into an organised money market. , , 

As an inevitable result of > the sectional organisation of . the 
money market, there exist disparities in money-rates in - different 
parts of India. The Central Banking Enquiry Committee .observ- 
ed this disparity as they say, "the fact that a’ call rate . of -| per 
cent, a hundi rate of 3 per cent, a bank rate of 4 per cent, a Bombay 
Bazar rate for bills of small traders of 6?%.- and a -Calcutta" Bazair. 
rate for bills of small traders of 10% can exist simultaneously indi- 
cates an extraordinary - sluggishness in . the jmovement of credit 
between the various niarkets".' .The'. disparities, between different 
money-rates cannot be levelled down , all; at . once.' The levelling 
■ process \vill take some time until the different 'sections are brought 
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together under the guiding influence of the Central Bank of the 
country, i.e., the Reserve Bank of India. 

Another disquieting feature of the Indian money market is the 
existence of seasonal monetary stringency. In our country the 
period covering November to June is a busy season due to move- 
ments of crops and the period from July to October slack. There 
arise wide fluctuations in money-rates during these two periods. 
The Reserve Bank of India can meet such a situation if it spreads 
more easily the available resources over the different parts of the 
country and the different seasons of the year. With the operation 
of the Reserve Bank of India it is expected that 'the supply of 
additional note currency against eligible commercial paper would 
be automatic'. With the introduction of the Bill Market Scheme 
b}' the Reserve Bank of India, this object appears to have been 
achieved. 

A well-organised bill market is an essential condition for an 
efficient money market. In India the bill market is non-existent, 
as the bill habit is mostly undeveloped. There are other reasons 
for lack of biU habit. In the first place, the liquidity ratio of banks 
in India being comparatively high, Indian banks prefer to invest 
relatively more funds in Government securities to discoimting of 
bQls. Secondly, the defective forms of bazar hundis are hindrances 
to the development of a bill market, as from the forms it is not 
possible to distinguish whether the hundis are purely finance bills 
or genuine trade bills since they are not supported always by docu- 
ments like sale contracts, invoices, documents of title to goods etc. 
Moreover hundis are various in forms and are governed by the 
diversitj' of practices. As a resiflt, it is not always safe to purchase 
those instruments. Thirdty, the advantage of cash credit advances 
negatives the necessity for bill-ffiscounffng. If the biU market is 
developed, one of the weak spots in the money market will be 
obliterated and the credit structure will be more elastic and efficient. 

- The following recommendations were made b}^ the Central Bank- 
ing Enquiry Committee for the promotion of a bill market in India: 

The Reserve Bank of India should, without further delay, offer 
rediscounting facilities against approved bills and thus set the pace. 
Discount charges should be reduced to encourage the purchase of 
bills, and clearing houses for bills standardising uniform charge, 
should be set up in aH provincial capitals. Licensed warehouses 
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should be built in adequate numbers in principal trade centres, 
so that documentary bills supported by -warehouse certificates may 
take the place of accommodation bills and advances may be obtain- 
ed against those warehouse receipts. In due course these ware- 
house receipts should be given die legal sanction of negotiability 
by the Government. Stamp duty on usance bills should be reduced 
to popularise the circulation of bills, according to the recommenda- 
tion of the Reserve Bank, the Government of India reduced in 
1940 stamp duty on bills to -/2/- per thousand. The Post Office 
should stock printed bill forms in English and Indian languages 
in parallel. Steps should be taken for the standardisation of the 
forms of hundis, if necessary, by legislation. Banks should take 
the initiative in accepting bills on behalf of their chosen customers, 
as bankers' acceptances will be more readil}' negotiable than 
ordinary trade bills. Attempts should further be made to 
encourage bill-broking as an integral part of indigenous bankers’ 
business so that the indigenous bankers may, in course of time, 
discharge the functions of discount houses. The use of bills should 
be extended in the following directions: 

(a) Agricultural paper should be created for advances to ryots 
for the growing of crops, 

(b) the ryots, by becoming members of co-operative godovm 
societies, should raise finance from the latter on the 
security of the produce by asking the latter to draw usance 
bills on themselves, i.e.. owners of produce, 

(c) the Shroffs should finance the village brokers by draw- 
ing bills, which may be discounted -v\ath any bank, 

(d) the movements of crops from the port town to the interior 
should be financed by the draiving of bills, 

(e) Rupee Import Bills should be introduced in place of 
Sterling Import Bills for the financing of India’s foreign 
trade. Bankers' acceptances should be promoted for 
financing the import trade. 

A start may be given by encouraging acceptances on the part 
of banks of commercial bills drawn on their selected i customers. 
Besides this, trade bills drawn against the supply of goods to 
Government department, railways, established commercial houses, 
public and semi-public institutions may be freely discounted in 
the market, if the authorities concerned take the pains of accept- 
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big these bills drawn for a definite currency. In our opinion, a 
move may safely be made in this direction with the least possible 
delay so that the path may be cleared for the establishment of a 
bill market. 


Creation of a Bill Market in India 

The question of creating a bill market attracted the attention 
of the Reserve Bank of India on many occasions in the past. The 
issue was, however, brought to the forefront after the raising of 
the Bank Rate in India from 3 to 31 per cent in November 1951. 
It was in January 1952 that the Bill Market Scheme was evolved 
by the Reserve Bank of India in consultation with several of the 
representative bankers in Bombay and Calcutta. The scheme was 
introduced as an experimental measure in the first instance ; but, 
due to the popular response it received during the very first year, 
it has now been made a permanent feature of the Indian money 
market. 

Previously, the scheduled banks had been generally raising 
funds for meeting their seasonal requirements either by sale of 
securities to the Reserve Bank or by borrowing from the Reserve 
Bank against Government securities imder section 17 (4) (a) of 
the Reserve Bank of India Act, 1934. This system was not well 
suited for a qualitative control of seasonal credit expansion by the 
central banking authority' and also did not make the Indian money 
market sufiiciently flexible for the needs of trade and commerce. 
The Bill Market Scheme has been successful in overcoming these 
limitations. 

The scheme is mainly based on the system under which the 
Imperial Bank of India (nov; State Bank of India), before the 
establishment of the Reserve Bank, could borrow funds during 
the bnsy season from the Currency Department against internal 
bills or hundis drawn for financing bona fide trade or by the con- 
version of advances granted for the same purpose. 

The salient features of the Bill ^larket Scheme are as 
follows:- — 

Under section 17 (4) (c) of the Reserve Bank of India Act 
in terms of which the scheme will operate, all scheduled banks 
^ in pos':cssion of a licence granted under section 22 of the Banking 
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Companies Act, 1949 irrespective of the size of their deposits are 
eligible -for advances against the security of usance promissory notes 
or bills of their constituents drawm on and payable in India and 
maturing •within ninety days from the date of the advance. For 
this purpose, the scheduled banks are required to convert the 
demand promissory notes obtained by them £rom their constituents 
in respect of loans, overdrafts and cash credits granted to them 
into usance promissory notes maturing mthin ninety days. It 
should be specifically understood that the scheme provides for 
advances and not rediscounting facilities. 

The scheme as originally formulated by the Reserve Bank 
was restricted during the fimt year to scheduled banks having 
deposits of Rs. 10 crores or more and the minimum limit of a 
loan and the minimum amount of each individual bill were fixed 
at Rs. 25 lakhs and Rs. 1 lakh respectively. The scheme was 
extended in June 1953 to scheduled banks having deposits (includ- 
ing deposits outside India) of Rs, 5 crores or more, provided they 
were in possession of a licence granted under section 22 of the 
Banking Companies Act, 1949. In July 1954 the Reserve Bank 
extended the scheme to all scheduled banks in possession of a 
licence granted under section 22 of the Banking Companies Act 
irrespective of the size of their deposits and also reduced the mini- 
mum limit of a loan to Rs. lO lakhs and the minimum amount of 
each individual bill to Rs. 50,000. 

Advances by way of demand loans against the security of 
bills eligible under section 17 (4) (c) are made after the Reserve 
Bank satisfies itself about the bona fide character of the bills as 
required by section 17 (4) (c) read with section 17 (2) (a) of the 
Reserve Bank of India Act. For this purpose, the Reserve Bank 
examines the proposals submitted by banks on the basis of the 
material supplied by them as well as by means of a scrutiny, where 
necessary, of the relevant accounts and records with them, together 
with outside inquiries. * 

. Section 17 (4) (c) provddes that each eligible bill should bear 
two or more good signatures one of which shall be that of the 
scheduled bank. The scheduled bank is, therefore, required to 
certify that its constituent who is a party of the bill is good for 
the amount. 

As the scheme provddes for the lodgement of bills as security 
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for loans from the Reserve Bank and not for their redisconnt r\*ith 
it, it is open to the borrowing banks to withdraw any of the bills 
lodged as also to replace them by other dibble bills. Part repay- 
ments of the loans are permitted as usnal. 

In order to encourage the bill habit, the R(serve Bank decided 
to charge interest on advances under the scheme at per cent 
below the Bank Rate i.e. at 3% per annum. The Reserve Bank 
also dedded to bear half the cost of the stamp duty incurred in 
converting demand bills into usance bills, although with the reduc- 
tion of the stamp duty on bills payable in less than one 5 fear to 
two annas for every thousand rupees or part thereof in Januan' 
1940, the incidence of the stamp duty was negligible. A further 
concession in this connection was made when in respect of usance 
bills drarvn in part 'B’ States the Bank agreed to refund avith effect 
from October 1953 such portion of the stamp duty on these bills 
as was in excess of one anna for every thousand rupees or part 
thereof. 

The above stipulations have been recently modified. c6m- 
mendng from March 1, 1956, advances under the BiB Market 
Scheme are being made at per cent, that is, a quarter per cent 
less than the bank rate instead of \ per cent less. Prom the same 
date, the concession in respect of the stamp duty has also been 
withdrawn. 

It should be noted here that the original intention of the 
Reserv’e Bank was to charge interest at a quarter per cent below 
the Bank Rate. As strong representations were received from the 
bankers who had been consulted, that a lower rate of interest would 
be fixed in the earlier years in order to popularise the scheme, 
the Reserve Bank decided to charge interest at half per cent 
below the Bank Rate, but made it dear that it might subsequently 
Tjuse the rate at its discretion. 

The withdrawal of the concession regarding stamp duty and 
the jratsing of the interest charges on advances by a quarter per cent 
were due to the following developments. The number of banks 
eligible to participate in the Bill Market Scheme has increased 
from 27 to 45 during the four years it has been in operation and 
advances availed of by banks have increased from Ife. 81 crores 
in 1952 to Rs. 225 crores in 1955. This w'ould indicate that the 
scheme has been a slriMng success and that banks have been 
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making full use of the scheme to provide themselves with funds 
during the busy season. Apart from this, there has recently been 
. a material change in the resources of tlie scheduled banks. The 
Bank rate or the lending rate against the security of bills remained 
3|% till lylay 15, 1957, when it was raised to 4%. 

Under the conditions prevailing in India, the utmost which 
the Reserve Bank can do to relieve seasonal stringency in the 
Indian money market is to devise a scheme that will provide it 
with a mechanism for the extension of short-term credit for meet- 
ing the needs of trade and industry particularly during the busy 
season. 

In the absence of a well-developed bill market like the London 
Discount Market and in the face of the preference on the part 
of the business community for bank advances, a suitable means 
of extending short-term credit noth due regard to qualitative control 
has been found to be the conversion of short-term advances by 
banks to their constituents into a shiftable security viz., the usance 
bill. The Bill Market Scheme combines for the constituents of the 
banks the advantages of the cash credit system with those of the 
bill of exchange, permitting the borrower to make withdrawals and 
repayments into the account as often as before. As the scheme 
provides for advances and not rediscounting facilities, the banks 
are also able to minimise interest charges by borrowing according 
to their needs and by remitting spare funds to reduce their indebted- 
ness. Further, although the bills thus created would by them- 
selves be clean, they would, in most cases, be backed by some 
tan^ble security held by the banks in respect of the relative loan/ 
overdraft /cash credit accounts. Consequently, the banks and in 
turn, their constituents would be in a position to raise much, larger 
funds to meet adequately their busy season requirements. 

The reasons why in India the bill market has not developed 
as fast as it should have done are as follows ; 

Firstly, the bulk of the financing of foreign trade is done by 
foreign banks commonly known as exchange banks. The majority 
of both the export and import bills are drawn in sterling and such 
bills are obviously not suitable for negotiation in a bill market in 
India. Further, in the absence of Acceptance Houses in India, 
export bills are invariably payable outside India and hence are 
not good for sale or eligible for rediscount with the Reserve Bank. 
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The import bills, on the other hand, are for small amounts and 
hence are not helpful in promoting a hfll market. Secondly, in 
the case of movement of goods ivithin the country, it is still 
customary for the seller to extend an open account credit rather 
than draw a bill. Even banks prefer giving cash credit or over- 
draft against the storage of goods pending movement rather than 
accept a bill, as they can, in the former case, recall the advance at 
a short notice in case the borrower’s financial position is adversely 
affected. In the case of a bill, they would have to wait until its 
maturity'. 

The Bill Market Scheme has since been extended to export 
bills as well with a view to promoting exports. "The minimum 
amount of an indmdual usance promissory note to be lodged wath 
the Reserve Bank as security for advances, which had been origi- 
nally fixed at Rs. 20,000 and subsequently reduced to Rs. 10,000 
in October 1959, was further reduced to Rs. 5,000 in January 1961. 
The stipulation requiring banks to ensure that the parties concerned 
either cover the exchange risk or maintain the specified margin in 
the relative loan accounts has been wdthdrawm and the matter has 
been left to the discretion of the banks concerned. The condition 
that export bills held by banks as security in the relevant loan 
accounts intended for conversion into time bills should have a 
usance of not more than 90 daj's has been waived, though the 
usance promissory notes lodged with the Reserve Bank must mature 
within 90 days. The scheme as applied to export bills, first intro- 
duced in October 1958, and continued up to the end of September 
1960, now' stands extended by another year up to the end 
of September 1981” (Report of the Reserve Bank’s Central Board 
of Directors for the year ended June 30, 1961). 



CHAPTER VII 


IKDIAK BANKING SYSTEM 
Reserve Bank of India 

The Reserve Bank of India was established in the year 1935, 1st 
ol April, in accordance with the provisions of the Reser\’e Bank 
of India Act, 1934, The Royal Commission on Indian Currency 
and Finance recommended in 1925 that India should have a 
Central Bank of Her own to control her currency and credit. 
Accordingly, a bill was introduced by Sir Basil Blackett, the then 
Finance Member of the Government of India, in the Legislative 
Assembly in the year 1927 (Januaryr 25). But unfortunately it had 
to be abandoned on constitutional grounds. The White Paper on 
Indian Constitutional Reforms took up the matter in 1933 and 
recommended the establishment of the Reserve Bank of India. 
According to that recommendation the Reserve Bank of India 
Act was passed in 1934. 

ConstUution ^Former!}', the Rcser\’e Bank of India was a 

shareholders’ bank hardng a share capital of Rs. 5 crores, divided 
into shares of one hundred rupees each fully paid-up. Out of these, 
shares worth Rs. 2 crores 20 lacs were allotted to the Central 
Government and the rest were distributed amongst private 
shareholders. 

The affairs of the Bank were directed by the Central Board of 
Directors consisting of 16 members, namely, (a) a Governor and 
two Deputy Governors appointed by the Central Government on 
the recommendations of the Central Board, (6) four Directors 
nominated by the Central Government, (c) eight Directors elected 
on behalf of the shareholders, (d) and one Government Official 
nominated by the Central Government. As it was not possible for 
the Central Board to look after the details of the affairs of the Bank 
in its various centres, it %vas thought expedient to delegate some 
of its functions to four Local Boards. Each Local Board was 
composed of (a) five members elected by the shareholders and 
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(6) not more than three inembets nominated bj' tlie Central Board 
from amongst tlie shareholders. 

After the Bank had been nationalised on the 1st Januarj', 1949 
under the Reserve Bank (Transfer to Public Ownership) Act, I94S, 
the Central Board shall consist of (a) a Governor and three Dcpnt>‘ 
Governors to be appointed by the Central Government, (h) four 
Directors to be nominated by the C-cntral Government, one from 
each of the four Local Boards, (c) six Directors to be nominated by 
the Central Government, and [d) one Government official to be nomi- 
nated by the Central Government. A Local Board shall be consti- 
tuted for each of the four areas and shall consist of tlircc members 
to be appointed by the Central Government to represent as far as 
possible territorial and economic interests and the interests of co- 
operative and indigenous banks. A director' nominated by the 
Central Government is to hold office for a period of four years— so 
also a member of the Local Board. 

Funclions of the Bank . — It v\as clearly stated in the preamble 
to the Act that the Bank was constituted to regulate the issue of 
notes and the keeping of reserves with a view to securing monetary 
stability and to operating the currency and the credit of the country 
to its advantage. Under Section 22 of the Act, the Bank has the 
sole right to issue notes. For the issue of notes the Bank runs a 
separate department called the Issue Department whose assets are 
kept distinct from those of its Banking Department. The assets of 
the Issue Department are to consist of gold coins, gold bullion, 
sterling securities, rupee coin and rupee securities. Of the total 
assets, not less than 40% was to consist of gold coin, gold bullion, 
or sterling securities provided that the amount of gold coin and 
gold bullion shall not at any time be less than Rs. 40 crores in 
value. This currency reserve provision has been amended by the 
Reserve Bank of India (Amendment) Act, 1956, which now provides 
for a minimum holding of Rs. 400 crores in foreign securities and 
of Rs. 115 crores in gold in the Issue Department of the Bank and 
also for revaluing the gold holdings at the rate agreed by the Inter- 
national Monetary Fund, namely, Rs. 62-8-0 per tola. It is, how- 
ever, permissible to hold less than 40% for a temporary period on 
payment of a specified tax on the deficiency. Provision has, 
however, been made to suspend temporarily the assets requirements 
in respect of foreign securities provided, iljat the amoimt of foreign 
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securities, held in the Issue Department, shall not at any time be 
less than Rs. 300 crores in value. Sterling assets which can be 
held in the Issue Department are limited to (a) balances with the 
Bank of England, {b) bills of exchange bearing hvo or more good 
signatures and drawn and payable in any place in the U.K. and 
having a maturity not exceeding 90 da 3 fs and (c) Government secu- 
rities of the U.K. maturing -within five years. Section 28A of the 
Reserve Bank of India Act empowers the Reserve Bank and the 
Central Government to issue special bank notes and special one- 
rupee notes for the purpose of controlling the circulation of bank 
notes outside India. The main object of this section is to check 
the drain on India’s foreign exchange reserves arising from conver- 
sion into sterling of large amounts of Indian notes smuggled 
out for financing the smuggling' of gold and, other commodities 
into India. 

The Bank is further authorised to keep the balance of commer- 
cial banks, notably the scheduled banks, which, under Section 42 
of the Act, are to maintain 2% of the time liabilities and 5% of 
demand liabilities as statutory deposits. This pro-vision has been 
amended in 1956. Non-scheduled banks are also permitted to keep 
balances with the Bank. These statutory deposits enable the Bank- 
to influence, to a large extent, the credit policy of the member banks. 
However, these statutory deposits place at the disposal of the bank 
sufScient resources whereby the bank can help the scheduled banks 
in times of emergency. But it should be noted in this connection 
that the Reserve Bank of India is authorised by the Act to grant 
only temporary accommodation and not any long-term credit for 
speculation or overtrading. 

As regards extension of agricultural credit, the Bank is pla 3 dng 
a useful role. The Bank, as a matter of principle, cannot extend 
credit for meeting the long-term needs of agriculture. It can, at 
the most, purchase or rediscount agricultural bills drarvn for 
seasonal agricultural operations or the marketing of crops and 
maturing within fifteen months from the date of such purchase or 
rediscount. 

As a Central Bank of the country the Reserve Bank is 
to maintain the external value of the rupee and is required 
for this purpose to sell and buy sterling within certain rates fixed 
by the Act. 
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As a banker to Government, the Reserve Bank" of India is to 
accept and dispose, under Section 20 of the Act, moneys for 
account of the Central Government, and the State Governments, 
and to carry out their exchange, remittance and other banking 
operations, including the management of the public debt. In 
times of necessity the Bank is to grant ways and means advances 
to the Governments, 

Ap^ from the above functions, the Bank performs a number 
of subsidiary functions like the supplying of different forms of 
currency, the extension of remittance facilities, the management 
of clearing houses, the tendering of advice on financial matters, 
collection and dissemination of banking statistics etc. 

Hereafter we shall be discussing some of the functions in 
fuller details. 


Banker to Government and Other Banks 

^ entrusted rvith the banking business of 
ms Central Government free of charge. Further it is to look after 
me management of the public debt and the issue of the new loans, 
hor the mmagement of the public debt the Bank is entitled to some 
remuneration at an agreed rate from the Central Government. The 
Bank K reqmred to maintain currency chests of its Issue Depart- 
mmt at^laces prescribed by the Government, and to extend reason- 
facilities to the public at those places. The Bank 
^ agreement to remit on account of Govem- 

OT oLS2^° London funds by telegraphic transfers 

tWs. the rupee-loans of the Central Government are 

whtf. Bank. Treasury bills, 

whit* consbtute a form of short-term borrowing by the Govern- 
ment, are sold through the Reserve Bank of India Ihen Tmasury 

Bai& undertakes to supply the sterling reguire- 

S2ul5 1- sterling from the 

;S2e1f ^ r ^ than the 

equivalent of one lac of rupees. 
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In the 'above manner the Bank also maintains the accounts' 
of the 'State ^Governments, meets their ways and means advance 
requirements, helps them in the floatation of Treasury' bills and 
other loans. 

* By virtue of its closer association with the money market and 
its intimate knowledge of the monetary conditions the Reserve Bank 
of India is often required to advise the Government on financial 
and banking matters. Its advice is often sought by the Govern- 
ment in respect of issue of new loans, conversions, investment of 
funds, agricultural credit, co-operation, legislation affecting banking 
and credit. 

Scheduled and Non-Scheduled Banks. — Conditions which are 
to be fulfilled by a scheduled bank are laid down in Section 42(6) 
of the Reserve Bank of India Act. A bank must have a paid-up 
capital and reserves of an aggregate exchangeable value of not less 
than five lacs of rupees if it is to be eligible for inclusion in the 
Second Schedule to the Act. 

. The scheduled banks form a heterogeneous group. The State 
Bank of India, which is also the agent of the Reserve Bank of India, 
is a class by itself. Next to it come the exchange banks incorpo- 
rated outside India. Then come the Indian scheduled banks 
including the Big Five of India. 

Before permitting inclusion in the Second Schedule to the Act, 
the Reserve Bank of India causes an inspection to be made of the 
affairs of the applicant bank. The inclusion of a bank in the 
Second Schedule is no continuing guarantee of its soundness or 
stability, but the inclusion may be cancelled if the Reserve Bank 
of India is subsequently satisfied that the affairs of any such banlc 
ore not being conducted satisfactorify. 

A scheduled bank is compulsorily to maintain under 
^ction 42(1) of the Act a statutory balance of not less than 5% of 
its demand and 2% of its time liabilities. This provision has been 
amended by the Reserve Banlc of India (Amendment) Act, 1956. 
In terms of the amended provision every scheduled bank mil be 
required to maintain with the Rcseiv'c Bank an average dailj' 
balance the amount of which shall not be less than 5 per cent of 
‘he demand liabilities and 2 per cent of the time liabilities in India 
of such banks provided that the Reserve Bank may, by a notifica- 
tion in the Gazelle of India, increase tlie said rates to such higher 

13 
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in unsecured business to an excessive extent. It is to be noted 
in this connection that the Reserve Bank is empowered by the 
Act to grant only temporary accommodation. With a view to 
ensuring that its credit facUities are not abused in any way 
the Reserve Bank may call for such information or impose such 
conditions as it may consider necessary, and a scheduled bank 
requiring assistance from the Reserve Bank is expected to 
supply such information as may be called for." 

Discounts . — Section 17(2) (a) authorises the Reserve Bank of 
India "to purchase, sell or rediscount bills of exchange, promissory 
notes, drawn on India and payable in India and arising out of bona 
fide commercial or trade transactions bearing two or more good 
signatures, one of which shall be that of a scheduled bank or a State 
Co-operative Bank, and maturing %vithin ninety days from the date 
of such purchase or rediscount, exclusive of days of grace." The 
promissory notes or bills of exchange acceptable for rediscount 
should satisfy tlie following conditions: 

I. It should be a bill of exchange or promissory note as defined 
in the Indian Negotiable Instruments Act. 

II. It must arise out of bona fide trade or commercial transac- 
tions. Before accepting a bill, the Reserve Bank will 
require a scheduled bank to keep the Reserve Bank inform- 
ed of the credit, means and integrity of the drawers and 
drawees of the bill and accordingly a prescribed form was 
distributed amongst scheduled banks for submission of such 
information. 

III. It must bear two or more good signatures, one of which is 
that of a scheduled bank. 

IV. It must have a fixed maturity, not exceeding 90 days, 
excluding days of grace, from the date of purchase or re- 
discount by the Reserve Bank. If any bill or promissory 
note is payable on demand, it will not be acceptable to 
the Reserve Bank as these instruments have no fixed 
maturity. A promissory note to be acceptable for redis- 
cormt should be drawn to finance a definite business tran- 
saction, which should be liquidated within a specified 
period as indicated on the bill. As demand promissory 
notes have no fixed maturity they are not eligible under 
this Section. This difficulty has been overcome by instruc- 
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tions being given to scheduled banks to convert their bills 
of exchange or promissory notes into usance bills or usance 
promissory notes. 

Section 17(2) (6) authorises the Reserv'e Bank to purchase, 
sell, or rediscoimt agricultrual bills which satisfy the follovdng 
conditions: 

I. That they are drawn and payable in India, . , 

II. that they bear two or more signatures one of which is that 
of a scheduled bank or a State co-operative bank, 

III. that they are drawn or issued for the purpose of financing 
seasonal agricultural operations or the marketing of crops, 
and 

IV. that tliey mature within 15 months from the date of 
purchase or rediscount by the Reserv'e Bank exclusive of 
days of grace. 

Section 17(2) (c) authorises the Reserve Bank to "purchase, 
sell, and rediscount bills of exchange and promissory notes drawn 
either in India bearing the signature of a scheduled bank and issued 
or drawn for the purpose of holding or trading in securities of the 
Central Government, a State Government and maturing within 
90 days from the date of such purchase or rediscount exclusive of 
dax's of grace." Advances against Government or other gilt-edged 
securities arc made not under this section but under section 17(4)(u). 
This sub-section was intended "for the contingency cf the develop- 
ment of a bill-market which would finance dealings in Government 
securities and therefore inapplicable in the absence of such a 
market". 

Section 17(3) (6) authorises the Reserx'e Bank to "purchase 
or sell or rediscount bills of exchange (including Treasury bills) 
drsvm in any country outside India which is a member of the Inter- 
national Monetary Fund and maturing within SO days from the 
date of purchase, proxnded that no such purchase, sale or rediscount 
rhall be made in India except with a scheduled bank.” 

Efieegve use of Section 17(2) seems to be dependent upon the 
availabiUfy of » large -amount of time bills and time promissorj’ 
noifc'. In spite of the reduction of the stamp duty on usance bills 
V,- Govc-rnment in 191 f>, growth in the bill habit has not 
b'-cn sipsifKaat. "A nmjor portion of the advances of banfe, 
fActmsd and noscenred, still con~bH of cash credits, loans or over- 
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drafts against demand promissory notes drawn by their consti-' 
tuents. The lack of popularity of bills in India seems due to the 
less expensive character and more convenient form of borrowing 
by overdrafts or cash credits. 

Advances. — (a) Section 17 (4) (a) authorises the Reser\’e 
Bank to make to scheduled banks, the State co-operative banks, 
etc. loans and advances repayable on demand or on the expiry of 
fixed periods not exceeding 90 days against the security of stocks, 
funds, and securities (other than immovable property) in which 
a trustee is authorised to invest trust money by any Act of 
Parliament of the United Ivingdom or by any law for the time 
being in force in India. The securities must be readily marketable 
and selected for advances by the Reserve Bank on tlie merits of 
each such security. 

(6) Section 17(4) (c) & {d) authorises the Reserve Bank to 
make to scheduled banks. State co-operative banks, etc., loans and 
advances, repayable on demand or on the expiry of fixed periods 
not exceeding 90 days, against bills of exchange and the security 
of promissory notes of any scheduled bank or State co-operative 
bank supported by documents of tide to goods which have been- 
transferred, assigned or pledged to any such bank as security for 
a loan or advance made for bona fide commercial or trade 
transactions, or for the purpose of financing seasonal agricultural 
operations or the marketing of crops. This sub-section restricts 
the facility to "documents of title to goods" and not to "goods”. 
Scheduled banks may obtain rediscounting facilities from the 
Reserve Bank against endorsement of documents of title to goods. 
Documents of title to goods as defined in Section 2 of the Indian 
Sale of Goods Act include "a bill of lading, dock warrant, - 
warehouse-keepers’ certificates, wharfinger’s certificates, railway 
receipts, warrant or order for the delivery of goods and other 
documents used in the ordinary course of business as proof of 
the possession of or control of goods or authorising or purporting 
to authorise either by endorsement or by deliver^’' the possessor of 
the document to transfer or receive goods thereby represented”. 

Of these only the negotiable instruments are acceptable. In order 
to give effect to this section the establishment of the licensed ware- 
houses is an indispensable necessity. In this connection it may 
be mentioned tliat several States have already enacted warehousing 
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legislations and a number of licensed warebouses have since but 
set up in different parts of the country. 


THE RESERVE BANK OF INDIA ACT 
Important Amendments in 1957 

Under Section 17(4A) the Reserve Bank is authorised to make 
loans and advances to any State Financial Corporation established 
under the State Financial Corporations Act, 1951, repa 5 ^ble on 
the expiry of fixed periods not exceeding eighteen months against 
government (Central and State) securities and bonds and deben- 
tures of such corporations and guaranteed by the State Govern- 
ment concerned and maturing within eighteen months, provided 
that the amounts of such loans and advances do not exceed, at any 

time, in the aggregate sixty per cent of each paid up 

share capital. 

Under section 17(4AA) of the Act, the Reserve Bank is 
further authorised to make loans and advances out of the National 
Agricultural Credit (Long-term Operations) Fund and the National 
Agricultural Credit (Stabilisations) Fund to a State co-operative 
bank up to an amount not exceeding the latter’s oivned hinds 
provided the amount of such loans does not also exceed Rs. 5 
crores in the aggregate at any time. 

Under section 17(4B) it can also make advances to the Indus- 
trial Finance Corporation of India against Government securities, 
debentures issued by the latter and guaranteed by the Central 
Government and maturing within eighteen montlis from the date 
of. such advance provided the aggregate amount of such loans does 
not exceed Rs. 8 crores. 

Section 17(4BB) also authorises the Reserve Bank to grant 
loans and advances to any financial institution against Government 
securities for periods varying between ninety days and eighteen 
months. 

Provision has ako been made in section 17 (4C) for the grant 
of loans and advances by the Reserve Bank to the Warehousing 
"Corporations established under the Agricultural Produce (Deve- 
lopment and Warehousing) Corporations Act, -1956. Such ad- 
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vances may be made against Government securities either repayable 
on demand or on the expiry of fixed periods not exceeding 90 days 
or against bonds and debentures issued by the Corporation to 
which the loan is made and guaranteed by the Central or State 
Government and maturing within a period not exceeding eighteen 
months from the date of such loan or advance provided the amoimt 
of such loans shall not exceed at any time in aggregate sum of 
Rs. 3 crores in case of the Central Warehousing Corporation and 
Rs. 55 lakhs in the case of a State Warehousing Corporation. 

It has been pointed out by the Reserve Bank in one of its 
reports that the experience of the working of section 17 has been 
that although the provisions thereof are sufficient to meet the 
normal requirements of scheduled and state co-operative banks, 
they do not provide for an emergency to enable banks not in posses- 
sion of requisite securities to borrow from the Reser\'e Bank. 
Accordingly Section 18 was amended authorising the Reserve Bank 
to grant advances to banks against such security as it may consider 
sufficient in an emergency. In the event of the liquidation of the 
borrowing bank, the Reserve Bank wll have, in terms of 
section 18(2) of the Reserve Bank of India Act, the first charge 
upon its assets subject to the claims, if any^ of any other 
banking company in respect of any prior loans made against 
any security. 

Remittance Facilities. — The scheduled banks enjoy certain 
remittance facilities from the Reserve Bank at concession rates. 

Ron-Scheduled Banks — The Reserve Bank now permits 
opening of accoimts by non-scheduled banks on certain conditions. 
The Bank is required to tender advice to non-scheduled banks 
when asked for. In tivo Circular Letters issued by the Reserve 
Bank to non-scheduled banks in 1938 and 1939, it indicated the 
manner in which it is prepared to help the non-scheduled banks. 

Agriculitiral Credit Department of the Bank — ^The Reserve 
Bank maintains an Agricultural Credit Department of its own 
since April, 1935 in accordance with the provisions of Section 54 of 
the Act. Its statutory functions are (») to maintain an expert staff 
to study all questions of agricultural credit and be available for 
consultation by the Government, State Govenunent, the provin- 
cial co-operative banks and other banking organisations, (u) to 
co-ordinate the operations of the Bank in connection with agricul- 
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tural credit and its relations with provincial co-operative banks 
and any other banks or organisations engaged in the business of 
agricultural credit. The Department makes a special study of rural 
finance, co-operation, legislation for the relief of rural indebtedness 
and records its observations in the form of bulletins issued by the 
Department from time to time. 

The Reserve Banlr has the duty of suppl 3 ring finance to co- 
operative institutions with a view that the said finance ultimately 
percolates to the agriculturists. Under the statute it is not per- 
mitted to make' direct advances to the agriculturists but can do 
so only through the provincial co-operative banks. As a central 
banking institution it is not to supply normal finance to the state 
co-operative banks, which are to raise their own resources. More- 
over, the financial assistance can be rendered by the Reserve Bank 
only in times of emergency to overcome temporary financial strin- 
gency.. In a Circular Letter No. ACD 590/70-38 of the 14th May, 
1938, to provincial co-operativd' banks, the Reserve Bank laid down 
in details the procedure for financial assistance. One of those con- 
ditions is that a provincial co-operative bank should have to 
maintain with the Reserv^e Bank 2i% of the demand liabilities and 
1% of the time liabilities on the close of business every day. 

The Reserve Bank is authorised to extend financial assistance 
to the co-operative movement under the following heads : 

(а) Loans and advances against Government securities to 
state co-operative banks and through them to central co- 
operative banks for a period- of 90 days. 

(б) Similar loans and advances to state co-operative banks 
against approved debentures of recognised land-mortgage 
banks which are declared as trustee securities and which 
the Reserve Bank considers to be readily marketable. 

(c) Discount of Treasury bills. 

{d} Loans and advances for periods not exceeding 90 days 
to state co-operative banks against promissory notes of 
approved co-operative marketing or warehouse societies 
endorsed by state co-operative banks and drarvn for the 
marketing of crops ; or rediscount of such promissory 
notes maturing within nine months ; or loans and ad- 
vances for periods not exceeding 90 days on the promis- 
sory notes of state co-operative banks secured by ware- 
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by corporations independent of the 
, V . borrower dr bn the .security of promissory notes supported 
: ? /, • ; by .documents of title to goods which have been assigned 
\,ort0edged ;as; security for a loan or advance made by 
, / , ' .. the state co-operative banks to approved marketing or 
■ • WMehouse societies.- 

: ' . (e)’ The 'maxiiriuni period of advance is 15 months intended 
■ ‘ , ' ' primarily for financing seasonal agricultural operations or 
' ' marketing of crops. 

■ -Bills .or promissory notes offered for purchase or rediscount 
must bear hvo good signatures, one of which should be that of a 
state co-operative bank. The second signature appearing on the 
bill rhust necessarily' be of a central bank, whose soundness must 
be unimpeachable in the opinion of the Reserve Bank. Such bills 
must mature vrithin fifteen isostbs from the date of purchase or 
rediscount by the bank. The bills or promissory notes must be 
drawn in proper - legal form so that they may be ■ treated as 
negotiable instruments. It is said that the promissory' notes- of 
the co-operative societies are governed by . certain restrictions, 
which' militate against the free negotiability of such ihstrumerits: 
For the purpose of rediscounting vuth- the Reserve Bank the 'hgri-, 
cultural paper must take' the form of a usance, bill or a'- usance 
promissory note drawn by the co-operative ' cehtial bank and 
endorsed by the State co-operative banlc. ' ; 

The Reserve Bank is further authorised td help.- the laiid- 
mortgage banks by purchasing their debentures or -granting ; ad- 
vances against tliose debentures, pro-vided they are fully guaranteed ■ 
as to the repayment of the principal and payment of interest by the 
State Government. 

The Reserve Bank issued a separate bulletin wherein , certain 
definite suggestions have been made to improve the affairs; of 
co-operative credit societies, village banks, central banks and. of" 
land-mortgage banks. Its recommendations for the rehabilitation';, 
of the co-operative movement deserve immediate execution. „ -The^. 
bank entered into negotiation with indigenous bankers foir brining-' 
them under its sphere of influence and prepared a blue print for 
their acceptance. But unfortunately, that scheme has hot been;, 
found acceptable to the indigenous bankers who consider 'if top,.' 

TAtVKlnfirvnov-Tr ■ ‘ ‘ ^ ‘r '' ' 
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Defartjcent of Banking Operations 

pointed out by the Bank in its report for the year 
949 ttat the Department of Banking Operations, which is entrus- 
ted with the admmistration of the Banking Companies Act, 1949, 
was onpnaUy organised in August 1945 to proAude the requisite 
administotiye machinery to discharge the several duties and 
responsibilitiK which were expected to devolve upon the Reserve 
alter the passing of the Banking Companies Bill, which was 
under the consideration of the Legislature at the time. Prior to 
e passing of the Act, the Department, apart from its duties in 
relation to scheduled banks under the Reserve Bank of India Act, 

■ engaged mainly in the administration of the Banking 
(Inchon) Ordinance 1946, the Banking Companies 
a 1946 and the Banking Companies 

SSif STr-"" I"'"- 

Z i “ For administrative purposes, the • 

DiS''^ Moderations 
deSS- Liquidations Division, 

tions Jd ImtZTZ administrative matters, the inspec- 

SlSelTd ^ Departments 

eataoiistied a branch each at Calcnttp Alarir^e n tt- 
Trivandrum, NaRpur and R.nJ? 

Bombai'^ eenpnlif^ ^ r - ®^8alore. The Central Office at 
Banking ^mpanies /^ct whil relating to the 

actual adminlLtion of 
compam-es within their respective ar^ 

Department, 

ICS DEPARTilENr AND InddSIRIAE FINANCE DEPARTMENT 
Drtmberl95o!^iJ5!,J{h^f^^^f^^^ created in 

the new^ DepXeaS SeZT ■ ' 

ot the Rural Banking Enquiry. MiSS!"otertti”t?S 
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Department include -an examination of the effects of the Bank 
Award on the financial position of banks and on banking facilities 
and a scrutiny of the State Financial Corporations Bills. It also 
deals witii matters connected with the State Bank of India and its 
subsidiaries and gives attention to questions, such as extension of 
cheap remittance facilities, reform of treasuries, etc. It provides a 
liaison between the Reserve Bank and the small savings movement. 

Besides the above the Bank also maintains the Economic 
Department and Statistics Department for conducting research 
work in economic matters and related topics. These Departments 
keep in close touch with the current economic and financial 
developments, both in India and abroad. 

The Industrial Finance Department was created in September 
1957. It deals wth all matters relating to industrial finance, inclu- 
ding the activities of the State Financial Corporations and looks 
after the affairs of the Refinance Corporation for Industry etc. 

Exchange Control . — ^Part XIV of the Defence of India Rules 
issued under the Defence of India Act, 1939, provides for the control 
of all dealings in foreign exchange. Now the exchange control 
has become a semi-permanent feature of the Reserve Bank’s work- 
ing in view of the present exchange position. According to Rule 94 
of Part XIV of the Defence of India Rules, the following restric- 
tions were imposed ; 

I. Acquisition of any foreign exchange by residents in India 
was prohibited. 

II. Only authorised dealers had the authority to deal in such 
foreign exchange. 

III. Foreign exchange could be acquired for certain purposes, 
for reasonable travelling or personal expenses subject to 
the approval of the Reserve Bank of India. 

Remittances were dmded into five categories; 

(a) Payment of imports, 

(1)) Petty private remittances, 

(c) Travelling expenses, 

(d) Other trade purposes (i.c., freight, profits and royalties 
etc.), 

(e) Capital remittances. 

Each authorised bank is to submit to the Reserve Bank of 
India cverj,' day a statement of its actual sales of foreign exchange 
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supported by application forms. The Exchange Control Depart- 
ment is to scrutinise these applications and is to satisfy itself about 
the observance of the exchange regulations. 

To intensify control over exchange, an export control scheme 
was also instituted. The object is to see that the foreign exchange 
ptoceeds of exports arc returned to India and not retained abroad, 
that e.xports are financed in certain specified rray^, so that the 
ma.ximum exchange value is obtained. The Exchange Control 
Department assists authorised dealers in foreign exchange opexa- 
bons. Authorised dealers are to submit every week a statement 
to the Reserve Bank showing their exchange position and if they 
arc found to be heavily overbought they arc required to sell their 
surplus foreign e.xchangc holdings to the Bank of England unless 
they can satisfy die Reserve Bank that they are required 
for local sales. 

financial provisions of the Defence of India Rules, 
w 1 C were extended by the Emergency Provisions (Continuance)" 
(1946), were given statutory recognition with certain 
Foreign Exchange Regulation 
Act, 1947, which came into force on the 25th March, 1947. The 
c ffves a new lease of life to the existing system of Exchange 
Control for a penod of another five years with power to continue, 

for°&e folio three years. The Act inter alia provides 

I. Restactions on dealing in Foreign Exchange 

biSion iroport and e.xport of certain currency and 

Exch^^°° Central Government of Foreign 

Relation of export and transfer of securities 

^ Central Government of foreign secu- 

Bank^ <^veniment have (j) authorised the Reserve 

SestrJrBLv («) empowered 

to deal in foreifm p -h authorise on its behalf other persons 

tion (A It ' An auSorisa- 

uon may authorise dealings in nil • i. 

restricted to authorised deJinS t 

onlv (ti) “ specified foreign currencies 

«nly, (..) may aalhoma tamacBons of all descripBo® i„ fcreigo 


II-' 

III. 

IV. 
V. 
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currencies or may be restricted to authorised specified transactions, 
only, or (Hi) may be granted to be effective for a specified period 
or within specified amounts. Authorisations axe ordinarily granted 
only to those banks which have offices in India, are included in 
the second schedule to the Reserve Bank of India, and have had 
exchange dealings with the Reserve Bank of India in the past. 
The Reserve Bank of India, may, without assigning any reason, 
refuse to grant or withdraw, if already granted, the authorisation 
of any bank to deal in foreign exchange, if in its opinion such a 
bank has acted contraty to any of the provisions of the Foreign 
Exchange Regulation Act or any instructions issued by the 
Reserve Bank of India from time to time. 

The statutory functions delegated by the Central Government 
are administered by a separate department of the Reserve Bank 
of India called the Exchange Control Department. The Governor 
of the Reserve Bank of India, in his capacity of the Chief 
Executive of the Bank, is the Controller. The Central Office of 
the Department is situated in Bombay under the immediate 
charge of the Deputy Controller who is also in charge of the local 
office of the Department at Bombay. The Department has also 
offices at Calcutta, Madras, Delhi and Kanpur, each of which is 
in charge of an Assistant Controller. Forms, Returns etc. are 
required to be sent to that office of the Reserve Bank of India 
which is nearest to the place of business of the authorised dealers. 

Interprciation . — In terms of the Foreign Exchange Regula- 
tions Act (F. E. R, A.)— 

(a) ‘Currency’ includes all coins. Currency Notes, Bank 
Notes, Postal Notes, Money Orders, Cheques, Drafts, 
Traveller’s Cheques, Letters of Credit, Bills of Exchange 
and Promissory Notes ; 

(b) ‘Foreign Currency' means any currency other than Indian 
currency ; 

(c) ‘Foreign Exchange’ means foreign currency and includes 
all deposits, credits and balances payable in any foreign 
currency and any drafts, traveller's cheques, letters of 
credit and bills of exchange, expressed or drawn in Indian 
currenc5' but payable in any foreign currency ; 

(d) ‘Foreign Security’ means any secuirt^'^ issued elsewhere 
than in India and any security, the principal or the 
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interest of which is payable in any foreign currency 

elsewhere than in India ; ' _ IpseI'^ 

[e) ‘Gold’ includes gold in the form of 

tender or not or in the form of bullion or ingot, whett-- 

refined or not ; . rf«=ed 

(/) 'Indian Currency’ means currency which is expres- 

drawn in Indian rupees. ^ . +v, n Indian 

It follows, therefore, that all currencies other ^ 
currency must be regarded as foreign currency. Stertog ' 
currencies of other countries within the Sterling Area 
tute foreign exchange. When the Foreign Exchange 
Act was passed exemption from control was given to 
‘Sterling Area’ territories, but since the implemenfahon 
Financial Agreement between India and the U.K. in 
a eomifrehensive system governing transactioES in ste ^ ® 
also was introduced from 1st September, 1947. Currencies 
countries are now subject to exchange control regulabons 
the Foreign Exchange Regulation Act. j o pd as 

SicrUng Area.— 'Sterling Area’ which is also . 

‘Scheduled Territory’ under the British Exchange Control * 
1947, includes the following territories; 

(1) The United Kingdom. 

(2} Any Dominion within the meaning of the 

■\Vestminster, 1931 except Canada and Kew Foun 
Any part of His Majesty’s Dominions, not 
Dominion within the meaning of the Statute 
minster, 1931 or a part of snch Dominion. 

Any British Protectorate or British Protected State. 
Any territory held by His Majesty’s Government ^ 
United Kingdom or in any' Dominion in respect of Y 
-a mandate on behalf of the League of Hations 
cepted by' His Majesty' or which is held in trust on be ^ ^ 
of the United Mations by' the Government excludms 
Palestine. 

Iraq. , 

Iceland. 

Faroe Mand. 

Payments for imports, private purposes, maintenance etc. ^ 
countries within the sterling area may' be made in sterling, 

r" 


Ot 


( 3 ) 


( 4 ) 

( 3 ) 


being 
of V*'est- 


( 6 ) 

( 7 ) 

m 
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I3ie currency 


of the country in 


which remittance is desired or m 


rujiees. 


Payments in other countries have 


been classified as follows: 


' description of 
territories 

A. The Argentine republic, 
Bolivia, Brazil, Chile, 
Paraguay, Peru, Spain and 

Spanish (Territories, Over- 
seas and Uruguay (Special 


prescribed methods 

OF PAYMENT 

1. Payment in sterling or 
’ rupees to a special account 
of a resident in the country 
concerned 


account countries). 

B. The United States of 
America, any territory 
under the sovereignty of 
the U.S.A., Philippine 
Islands, Equador, Guate- 
mala, Haiti, Honduras, 
Mexico, Nicaragua, Pa- 
nama, Salvador and Vene- 
zuela (American account 
countries). 

C. 1. Belgium Monetary Area 
(Belgium, Belgian Congo 
Ruanda-Urundi & Lux- 
emburg) 


2. Canada & Newfound- 
land 


3. China & Manchuria 


1. Payment in sterlmg or 
rupees tp the account of a 
resident in any of the 
countries listed. (Amencan 
account) 

2. Payment in U.S. dollars 


'ayment in sterling or 
upees to the account of a 
esident in any country m 
he area (Belgian Accost) 
Payment in Belgium Lux- 
emburg, or Congolese francs 
Payment in sterlmg 

rupees to the account of a 

reSdent in Canada or New- 
foundland. 

Payment in Canadian or 
Newfoundland dollars. 
Payment in sterling or 

,^peestothe account of a 

resident in China or Man- 
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FKESCSJBED 3IETHODS 
OF F.v.*5sinr 


SEscRirnoK o? 
TEKRirOPOES 
4. CzediGslovaida 


5. Deninsrk (excluding the 
Faroe Islands) and 
Greealand 


6. Dutch Monetary Area 
(The Nediedands and 
Nethedand East and 
West Indies) 


7. Finland 


S. French Franc Area 
(French and French 
Overseas Empire, Syria 
and Lebanon) 


9. Greece 


10- Italy 


Pa^ancnt in sterling or 

rupees to the account ol a 
person resident in Credio- 
slovalda {Czech acconni) 

1. PajTnent in sterhng or 

mpees to the actxiunt of a 
person resident in Den- 
mark (Danish acconnts) 

2. Payment in Danish kroner 

1. Payment' in sterling or 

rupees to the account of a 
person resident in am' of 
the territories in the area 
(Dutch account) 

2. Par-ment in the currency of 
any tem'ion’ in the area. 

1. Pajment in sterling or 
rupees to the account of a 
person resident in Finland 
(Giedj account) 

1. Patnnent in stcriing or 
rupees to the account of a 
person resident in any of 
the territories in the area 
(French account) 

2. PaTOsut in the carrency of 
any territory in the area 
Payment in sterling or 
rupees to the account of a 
person resident in Greece 
(Greek account) 

Payment in stcriing or 
rupees to the account of a 
pSTson readeat in liaJ}* 
(Italian account) 
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description of 

, TCKRITORICS 
II. Norway 


12. Poland 


IS. Portuguese Monetary 
Area (Portugal and 
Portuguese Empire) 


14. Sweden 


15. Switzerland and Liech- 
tenstein 


16. Turkey 


17. Yugoslavia 


PKESCRTBCD METHODS 
OF PAYMENT 

1. Payment in sterling or 

rupees to the account of a 
person resident in Norway 
(Norwegian account) 

2. PajTuent in Nonvegian 
kroner 

1. Payment in sterling or 

rupees to the account of a 
person resident in Poland 
(Polish account) 

1. Payment in sterling or 

rupees to the account of a 
person resident in any of 
the territories in tlie area 
(Portuguese account) 

2. Pa}'ment in Portuguese 
escudos 

-1, Payment in sterling or 

rupees to tlic account of a 
person resident in Sweden. 

2. Payment in Swedish kroner 

1. Payment in sterling or 
rupees to the account of a 
person resident in Switzer- 
land or Liechtenstein (Swiss 
account) 

2. Payment in Swiss francs 

1. Pa>>ment in sterling or rupees 
to the account of a person 
resident in Turkey (Turkish 
account) 

1. Payment in sterling or 
rupees to the account of a 
person resident in Yugo- 
slavia (Yugoslav account) 
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18. 


description of 
territories 
Austria 


or 


19. Hungary 


20. Egypt 


21. Anglo-Egyptian Sudan 


prescribed methods 
OF PAY^lENT 

1. Payment in sterling 

rupees to the account o a ^ 
person resident in Austria 
(Austrian account) 

1. Payment in , 

^oees to the account ot a 
person resident in Hungary 
(Hungarian account) 

1. Payment in sterlmg - 

rupees to the account ^ a 
• person resident m EgH>t 
(Egyptian account) , 

1. Payment m 

Pound. Payment in sterl ^ 
or rupees to the account ^ 
a person resident m 
(Sudanese account) 

1 . Payment in ^ 

rupees to the account a 

peLn resident in Bulgana 
(Bulgarian account) • 

1. Payment in sterling ^ 
rupees to the accost of 
person resident m 

Payments in sterling or rupees mentioned ab®"^® v. or 
through the accounts of banks maintamed m • 

in India respectively. Payments m the ^^^ounts 

countries mentioned are chiefly effected . „jres- 

maintained by authorised dealers in India with th 
pendents in those countries. 


22. Bulgaria 


23. U.S.S.R. 


1. Payments Against Imports 


Imports of all goods into India are now subject to he 
Import licences are issued in duplirate by Import Trade 
trollers, the Chief Controller of Imports, the Steel Co^brolle 
Machine Tool ControUer, the first copy being marked for cus 
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purposes' and the second 'for exchange control purposes'. No 
letter of credit may be opened or remittance of foreign exchange 
made by an authorised dealer covering an import of goods into 
India unless the importer is in possession of an import licence 
marked 'for exchange control purposes’. Import licences not so 
marked are not sufficient authority for the remittance of foreign 
exchange or the opening of a letter of credit. When letters of 
credit are opened for financing imports, the licence for ‘exchange 
control ^purposes’ is required to be submitted to the authorised 
dealer who will endorse on the reverse the date on which the 
amount of the letter of credit was opened. If the limiting factor of 
the licence is value, the amount of the letter of credit opened should 
not exceed the value of the licence. The licence for 'exchange 
control purposes’ is endorsed by the authorised dealer when 
remittance is actually effected by retirement of the bill drawn under 
a letter of credit or otherwise. The licence for 'customs purposes’ 
is required to be submitted to the customs when goods are cleared. 
Although remittances for imports are effected against shipping 
documents, it is the duty of an authorised dealer to see that the 
exchange control copy of the relative customs entry form is 
submitted to the Reserve Bank %vithin three months thus showing 
that the goods, for which remittances are made, have actually 
entered into India. When goods are imported without any valid 
licence, permission to clear them is sometimes given by the Import 
Trade Controller on payment of penalty. In such cases remittances 
cannot be effected without the prior approval of the Reserve Bank 
of India. Applications for such remittances should be accompanied 
by the exchange control copy of the relative Bill of Entry and be 
forwarded to the Reserve Bank of India for their approval 
through the authorised dealer through whom remittance is desired. 
Remittance of foreign exchange for imports may be made 
by authorised dealers without prior reference to the Reserve Bank 
provided the following conditions are fulfilled: 

(«) remittance is made to the country of origin of the goods ; 

(6) the exchange control copy of the import licence is pro- 
duced ; 

(c) remittance is made: — 

(1) in retirement of bills, 

(2) against delivery of shipping documents. 
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Remittances representing proceeds of consignment goods 
should be referred to the Reserve Bank unless special arrangements 
have been made. 

2. — ^Personal and Private Remittances 

I These may be divided into three categories and different treat- 
ment will be accorded to each category. These are as follows: 

(1) Remittances by Nationals of the Sterling Area. 

(2) Remittances by Foreign Nationals resident in India. 

(3) Remittances by Indian Nationals and persons 'domiciled 
in India. 

(1) Remittances by Nationals of the Sterling Area . — ■ 
Authorised dealers are permitted to allow private remittances by 
nationals of the sterling area temporarily resident in India but not 
domiciled in India in any currency of the sterling area up to a 
maximum of £150 per month by each individual. Remittances 
may be allowed for purposes, such as the sujjport of families, pay* 
ment of insurance premiums, legal charges etc., without the prior 
approval of the Reserve Bank provided that the aggregate 
remitted under all heads does not exceed £l50 per month per 
person. Remittances of capital assets which may be taken to 
include the sale proceeds of shares, securities, estates, and pro- 
perties, business partnerships, and provident funds and gratuity 
by non-Indians of the U.K. or sterling area origin at the time of 
retirement to the sterling area may be approved provided the 
amount remitted including batik balances does not exceed ^1000 
in any one case. Applications in excess of the above amounts 
should be referred to the Reserve Bank for their approval. 
Remittances by nationals of the sterling area for maintenance of 
their families temporarily resident outside the sterling area may 
be made only with the prior approval of the Reserve Bank of 
India. ' - 

{2} Remittances by Foreign Nationals Resident in India - — 
Foreign nationals who were resident in India prior to the 14th 
January, 1942, me permitted to make reasonable remittances to 
eir own countries for support of families, payment of insurance 
premiums etc. Original applications should be fonvarded to the 
Reserve Bank of India for approval when monthly limits for future 
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remittances will be fixed. Original applications should be accom- 
panied by a statement in the appropriate form giving full parti- 
culars regarding the applicant with a declaration to the effect that 
the remittance of the sura applied for does not involve any pay- 
ment to a person outside the sterling area eitlier directly or 
indirectly on behalf of any person residing in the sterling area 
other than the i emitter. 

(3) Remiitances hy Indian Nationals Remittances by Indian 

nationals to relatives and dependants temporarily resident either 
in the sterling area or outside it may only be made with the prior 
approval of the Reserve Bank. Applications for such remittances 
should be accompanied by a declaration giving full particulars 
regarding the beneficiary and the sources of funds to be remitted. 
The Reserve Bank of India will issue permit and recurring 
remittances may only be made by authorised dealers on the 
strength of such permits without further reference to the Reserve 
Bank. 

Indian SUidcnts Applications from Indian students to take 

University courses cither in the sterling area or outside it should 
be referred to the Reserv'c Bank of India. The application forms 
which are supplied by the Rcsen^e Bank are usually to be accom- 
panied by a certificate from the University to the effect that the 
student has been admitted into the University. The Reserve Bank 
while approving the application will fix a monthly limit and also 
specify the period for which remittances can be effected. 


3 ^Travel Purposes 


The following scales of allowances have been fixed by the 
Reserve Bank of India and remittances in these scales may be 
made by authorised dealers without any further reference to 
them: 


I. Personal Convenience — 


Type op 
traveleer 
A. Indian 
■Nationals 


COUNTRY TO WHICH 
TRAVELLING 
1. All coimtries ex- 
cept those stated 
in 2, 3 & 4 below'. 


PERMISSIBLE 

EXCHANGE 

£150 per month per 
adult and £75 per 
month per child 



FUKD w ientals 


OF BVSKiNG 


Type of 

TRAVELEEE 


THEOKV AND PRACTICE 


COUNTRY TO %VHTCH 
travelling 


2. Switzerland, Swe- 
den, Portugal, 
and Belgium and 
their possessions 
except Portuguese 
India. 


3. The Continent of 
America, Philip- 
pine Islands, 
Japan and Ger- 
many. 

4. Iraq, Iran, Saudi 
Arabia, Ceylon, 
Burma, Malaya, 
and the Dutch 
East Indies. 


permis sible 
exchange 

available for a period 
of 4 months not 
oftener than once in 
three years making a 
maximum of 
per adult .and £300 
per child every three 
years plus allowance 
for return fares. 

/75 per adult and 
/So per minor to be 
deducted from the 
unit of £600 per 
adult and £300 per 
child every thr^ 
years for countaf 
in item (1)._ 
amouht of £75_ 
cover travel m all 
or any of the coun- 
tries in category W 
and £75 vnU be 
available for each 
country separately. ^ 
Remittance can on >' 
be made with the 

prior approval of the 

Reserve Bank ^^lueh 
will fix the limit. 

Rs. 2000/- 
and Ks. 1000/- 

child per annum plu» 
allowance for return 
fares 

addition to the £600 
unit laid do%m m 
MI above!. 
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Type of country to which permissible 
traveller travelling exchange 

B. Sterling Area 1. Countries in the Leave salaries and 
Nationals sterling area. current income. 

^ 2. The continent of May only be made 

America, Philip- w'th the prior appro- 
pine Islands, val of fte Reserve 
Japan and Ger- Bank of India, 
many. 

3. Iran, Saudi Ara- Rs. 2000/- per adult 

bia and Dutch and Rs. 1000/- per 
East Indies. child per annum. 

4. All other coun- £75 per adult and 

' tries. £35 per child per 

annum (This allow- 
ance may be drawn 
for any country or 
countries but must 

' not exceed £75 in 

all in the case of an 
< adult and £35 in all 

in the case of a 
child). 

^ Fqeeign To all countries in- Rs. 5000/- per adult 

ationals side the sterling area and Rs. 2000/- per 

or to the traveller’s child in the currency 
country of domicile, of a country in the 
» sterling area or in 

the traveller’s coun- 
try of domicile. In 
addition the remit- 
tances of their leave 
salaries less the 
amount stated above 
may be made during 
the period of their 
stay outside India. 
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II. Business Journeys — 

Applications for journeys on business grounds must be 
referred to the Reserve Bank of India. 

III. Travel for Reasons of Health — 

Applications for journeys on medical grounds both by Indian 
nationals and nationals of the sterling area must be referred to 
the Reserve Bank. If the appheant is proceeding to a country in 
the sterling area, the application must be supported by a certificate 
from the Presidency Surgeon that the illness is sufficiently serious 
to justify treatment outside India. If the applicant wishes to 
proceed outside the sterling area, a certificate signed by the Surgeon 
General that the necessary medical treatment is not available 
either in India or in any other country in the sterling area most 
be submitted. All sales of foreign currencies to travellers are re- 
quired to be entered on the relative passport by the authorised 
dealers. 


4 — Correspondence Courses 

Correspondence courses do not require the prior approval of 
the Reserve Bank provided the sum involved does not exceed 
Rs. 200/- per annum. The following details should be furnished 
on the application form ; 

(t) detailed description of course and its duration, 

(it) full name and address of the beneficiary, 

(Hi) fees payable. 


5 — Subscription to Foreign Magazines and 
Purchase of Books 

Subscriptions to foreign magazines and for purchase of books 
do not require the prior approval of the Reserve Bank. The follow- 
ing particulars should be stated on the application form ; 

(i) name and address of the beneficiarj', 

(it) brief description of books and magazines, 

(til) penod for which the subscription is being paid. 
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6.— Subscriptions to Bona Fide Clubs, Scientific, 
Technical and Educational Institutions 

Subscriptions to bona fide clubs, scientific, technical and 
educational institutions do not require the prior approval of the 
Resen'e Bank provided the sum involved does not exceed Rs. 200/- 
per annum. The following details should be furnished on the 
application form: 

(i) name and situation of tlie club or the institution, 

(«) subscription {layablc, 

(«V) period for which subscription is valid. 


% 

7. — Purchase of Foreign Newspaper and 
Magazine Articles 


Purchases of foreign newspaper and magazine articles do not 
require the prior approval of the Reserve Bank provided purchases 
are bona fide properties of Indian newspapers or magazines. Tlie 
following particulars should be furnished on the application form ; 

(») name and address of the beneficiary, 

(») type of article, 

(ui) whether payment is a single one or recurring. 

Applications to purchase foreign currencies to effect remit- 
tances are to be made on tire undemoted forms which are to be 
disposed of in accordance with the remarks made against each 
item; 


currency 

Sterling or other 
sterling area curren- 
ries excluding In- 
dian, Burma and 
Ceylon rupees. 

Burma and Ceylon 
rupees. 


REMITTANCE DESIRED 
COUNTRY TO WHICH 


Sterling area. 


Bumra and Ceylon 
Tespectively. 


FORM 

Form A (At the 
close of business each 
day these forms are 
to be submitted to 
the Reserve Bank on 
Form D3 Return). 

Form A7 to be sub- 
mitted to the Re- 
serve Bank as above. 
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CURRENCY 


Sterling. 


Other Foreign 
Currency 


kemittance desired 

COUNTRY TO WHICH 
Other countries ex- 
cluding the sterling 


form 


area. 

Country 

rencjc 


of the cur- 


Form S.A.r (At the 
end of each day they 
are listed on form 
D1 and submitted to 
the Reserve Bank). 

Form A submitted to 
the Reserve Bank as 
above. ^ ^ 

Where remittances are desired A 7 

to the rupee non-resident accomt mam ^ P d 4 

is required to be completed^ These forms are listed 
and submitted to the Reserve Bank m the usua 

S 

Purchase of Foreign Currency 

.Exports. -.\ 5 ndor the P^^erit _ regulation the^^ex^^^^^ oi 

any goods from India to all countnes va j ^^d 

AfghaiJst^n, Nepal, Tibet, Portugese that 

Pakistan is not permitted unless a '^eclarati 

ae foteigB e»h.»ge «preseeth.g ^gwito > 

goods has been or vtH be disposed of in a man 

period approved by the ^ 2 or Form G.R.3 

should be made by exporters on Form G.R.l, G.K. 
indicating therein the method by which paymen ^ ^ ^ 

Except in the case of those ivishing to export unde _ 

in the manner indicated in a subsequent paragrap medium 

documents covering exports must be passed foroir^ 
of a bank authorised to deal in foreign exchange a 
the bank must be stated on the G.R- Form. 

The methods by which payment for exports from 

be received are set out below; ^ 

(a) Goods invoiced in permitted foreign cimency “ P J 
ment received through a bank in India by (1) neg 
or sending for collection bills and/or documents drai 

(statTcurrenci^ 

(it) remittance in ^ 

(state foreign currency) 
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(6) Goods invoiced in rupees and payment received through 
a bank in India by (t) negotiating or sending for collec- 
tion bills and/or documents drawn in rupees ; (u) remit- 
tance in rupees. 

(c) Goods invoiced in sterling and payments received through 
a bank in India by negotiation of a sterling bill on London 
drawn under a credit registered with the Bank of 

' England on Form E2 under No. 

(state Bank of England No.) 
providing for reimbursement by a sale of foreign 
currency or by transfer from the permitted sterling ac- 
count in the United Kingdom. 

{d) Goods invoiced in sterling and payment received through 
a bank in India by (i) negotiating / sending for collection 
bills /shipping documents drawn in sterling on the country 
of destination of goods, pajment to be received in sterling 
from the permitted sterling account in the United 
Kingdom ; (tt) remittance in sterling, the sterling being 
received from the permitted sterling account in the United 
Kingdom. 

(e) Goods invoiced in sterling and pa 3 nnent received through 
a bank in India by 

(t) negotiating bills 

drawn in 

sending for collection shipping documents 
sterling on 

^Mention name) (of sterling area country concerned) 

3- ^ Sterling area country other than the U.K. providing for 
reimbursement by transfer from the permitted sterling account in 
the United Kngdom. 

Forms G.K. 1 and 2 should be completed by exporters in 
^loadruplicate and disposed of as under: 

(<*) The first copy will be submitted to the customs authorities 
along with the shipping bill. 

(h) The second, third and fourth copies will be submitted to 
the authorised dealer in foreign exchange through whom 
the bUl is negotiated or collected or through whom pay- 
ihent for the shipment has been or is being received, 
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along Avith the 

the shipper's invoice must Bank by the 

G.R. Form for submission ^ sterling area 

a„iho*ea dedei, sterling « 

countries are financed by _ attached 

U.K. The third and fourth ^^''’jEhgland. In 

to the drafts for submission to ®a„a„rised 

other eases these copies “= „hen ■ 

dealer for submission to fhe Keseive Bank as an 

proceeds are received. -Hnnc of those firms 

Fon^ G.R.3 is mean, to cover the medium 

whose practice is not to finance em exports with branches 

of banks but who retain the proceeds o P ^ for 

overseas and utilise the funds decla- 

imports into specific instructions from the 

rations on Form G.R.S unless p ^en,pleted m tnph-. 

Reserve Bank of India. rustoms along with the 

cate, the first copy being submitted to the of shipper’s 

shipping bUl. The second copy together a copy PiJ^ 
ScoMU b. submitted to the K«-,e Ba^ of ^la d^ ^ 
Stating the foreign exchange proceeds which are P ^ 

received in India and the third copy nts made 

proceeds are realised in accordance with the arrang 

by the Reserve Bank. bv Parcel Post, 

Experts by Purrei Pos«.-Iu case of ekports^^ B 

declaration is to be made on a form P.P. _ postal 

in triplicate, the original of which O^orised dealer. 

Authorities is required to be countersipied by 

Authorised dealers will countersign the forms P.P. nniaining 

“ relative invoices, bfils etc., except 
jewellery and precious stones which reqmre '^^1^^° 

Customs authorities. The dupUcate and tapheate f 
submitted to the authorised dealer for submission to ^ 

Bank in the usual manner. Purchases by nmvided 

foreign currencies covering export may [Jropriate 

the shipping documents are accompanied by the appr P 

’.iSSaneous Pirrc/mscs.— Purchases of T.T’s, ^beques, ^vi- 
dend warrants, clean bills etc. drawn m sterling or sterling 
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currencies from residents in the sterling area may be made by 
authorised dealers up to X1500 or the equivalent thereof. It is the 
policy of the Government of India to exercise control over fresh 
investment in India by other countries in the sterling area. It is, 
therefore, necessary for an autliorised dealer to obtain the prior 
permission of the Reserve Bank, 

{a) before making individual purchases of sterling or other 
sterling^ area currencies in excess of ^£1500 or the equi- 
^ valent thereof, other than the purchases against export 
and purchases of sterling from bank branches or corres- 
pondents for the purpose of laying dowm rupee funds in 
their accounts ; 

’ {b) before making rupee payments from the accounts of the 
sterling area bank branches or correspondents including 
London offices in excess of Rs. 30,000. Applications to 
purchase sterling or sterling area currencies in excess of 
;fl500 or equivalent thereof should be made on Form C 
giving full particulars of the remitter in the sterling area 
country, the name of the bank from which the remittance 
is received and the purpose of the remittance and the 
purchase can only be made when approved by the 
Reserve Bank. 

At the close of business each day authorised dealers are re- 
quired to submit a return of their purchases of sterling or sterling 
area currencies on Form D5. 

Currency Notes and Coins Bullion— In exercise of their 
general authority to deal in foreign exchange, authorised dealers 
are permitted to deal in foreign currency notes and coin in ac- 
cordance with the regulations laid down by tlie Reserve Bank. In 
addition, certain established firms of money-changers the size of 
whose dealings appears to justify the granting of a licence have 
cen authorised to deal in foreign currency notes and coin. 

In exercise of the powers conferred by the F.E.R.A., the 
ntral Government has prohibited the importation either by land 
cr sea, any currency notes or bank notes (whether in circulation or 
imissued) otlier than currency notes of the Government of India 
w of any Indian State, Reserve Bank of India notes and notes 
ich are legal tender in Burma, Ceylon, Iran and Afghanisthan 
unless generally or specially permitted by the Central Government 
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or the Reserve Bank of India. In exercise of the powers thus 
granted, the Reserve Bank of India has given general permission 
to import Bank of England notes up to to any one passenger 
not being an officer or member of the crew of a ship or air vessel. 
On arrival the passenger is to make a declaration on Form A or 
Form B to the customs authorities of the total amount of notes 
brought in ; Form A is for the use of transit passenger while 
Form B is for the passenger disembarking at a port in India. 
This general permission does not apply to passengers arriving 
from (j) Portuguese territories in India, (it) Iraq, (iVi) Arabia, 
(iu) Iran, (u) Ports situated in the Persian Gulf. The import of 
Bank of England notes from these areas is totally prohibited. 
Authorised dealers may buy Bank of England notes provided the 
application is supported by the appropriate customs forms or has 
been approved by the Reserve Bank of India. The Reserve Bank 
of India has issued a general permission authorising the import 
of currency notes other than Bank of England notes without limit 
provided they are declared to tlie customs authorities by the holder 
on arrival. In the case of passengers declarations must be made 
on Form BX and in the case of members of ships’ crew on 
Form MCX. Transit passengers are to declare on Form A what- 
ever the currency is. This general permission docs not apply to 
Rouble notes the import of which is totally prohibited. 

Foreign currency and bank notes may be purchased from any 
person holding the Declaration Form A, B, BX, MC or MCX 
duly stamped by the customs authorities at tire port of arrival, 
by any dealers in foreign exchange or licensed money-changer. 
Any forms bearing the stamp and signature of the Reserve Bank 
of India may be accepted even though no customs stamp has been 
affixed, but in no case should a form covering Bank of England 
notes in excess of the permitted limits be accepted unless' it bears 
the stamp and signature of the Reserve Bank. When purchasing 
the authorised dealer and money-changer must enter in the appro- 
priate Column on the reverse of the form the amount purchased by 
them under their stamp and signatures and retain the forms when 
the currency notes declared tliereon have all been cashed. 

Authoiis.ed dealers may dispose of surplus .Bank of England 
notes by sales to other a.uthorised dealers or by export to their 
correspondents in the United Kingdom after obtaining an export 
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licence from the Reserve Bank. Authorised money-changers may 
.dispose of surplus sterling notes by sale to authorised dealers after 
obtaining the approval of the Reserve Bank. 

Authorised dealers may sell Bank of England nptes up to £5 
per head to intending travellers to the United ffingdom and to 
other ports of the sterling area. Such sales should be enteied by 
authorised dealers in the travellers’ passports. U.S. Dollar notes 
may also be purchased by travellers provided such purchases are 
approved by the Reserve Bank of India. Applications should be 
made on Form A and should be submitted through an authorised 
dealer. An authorised dealer should enter such sales in the 
passport. 

In pursuance of subsection (2) of Section 8 of the F.E.R.A., 
the Reseive Bank of India has given general permission to 
(1) an}' person to take or send out of India (fl) to any destination 
currency notes of the Govenmicnt of India or Reserve Bank of 
India notes or Indian coin not exceeding Rs. 270 in value or 
foreign currency notes not exceeding Rs. 270 in value in any one 
month ; (6) to French territories in India, Portuguese territories 
in India, Nepal, Tibet, Pakistan currency notes of the Govern- 
ment of India, Reserve Bank of India notes and Indian coin and 
otlier notes and coin which are the currency of the country or 
territory to which they arc being taken or sent without limit ; 
(e) to Afghanisthan, currency notes of the Government of India, 
Reserv'e Bank of India notes and Indian coin not exceeding 
Rs. 3,000 in any one month and other. notes and coin which are 
fbe currency of the' country or territory to v/hich they are being 
taken or sent without limit. 

Bullion . — In exercise of the powers conferred by the F.E.R.A. 
t947, the Central Government have prohibited except with the 
general or special permission of the Reserve Bank of India any 
person from bringing or sending into India from any place out- 
side India (a) any gold coin, gold, (6) any silver bullion, any 
silver, silver sheets or plates which have undergone no process of 
manufacture subsequent to rolling or any uncurrent silver coin. 

'Export of gold 'and silver 'is also prohibited except with the 
permission of the Reserve Bank. 

^Export of Jewellery ^Exports of diamonds and precious and 

'Semi-precious stones and articles of jewellery containing such 
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stones are prohibited except with the special and general 
penniffiion of the Reserve Bank of India. Exports of such 
articles require permits from the Export Trade Controller in addi- 
tion to the general or special permit from the Reserve Bank 
of India. 

Acquisitiofi by ihe Central Government of Foreign Exchange. 
— ^In exercise of the powers conferred by Section 9 of the 
F.E.R.A., 1947, the Central Government has directed that all 
p)ersons who are owners or become the owners of the XJ.S. Dollars 
and/or Philippine Pesos are required to sell them within one 
month to au&orised dealers being persons .authorised by the 
Reserve Bank for that purpose against payment in rupees at the 
rate for the time being authorised by the Reserve Bank. This 
order does not apply to U.S. Dollars and/or Philippine Pesos held 
by authorised dealers within the scope of their authority or no 
persons authorised by the Reserve Ba:^ to hold the above foreign 
exchange ior business or otiaei purposes. The Cenhai Govem- 
ment have powers under this section to acquire any other foreign 
exchange in the above manner. 

Export and Transfer of Securities: 

Foreign Securities 

In exercise of the powers conferred by Section 13 of the 
Foreign Exchange Regulation Act 1947, the Central Government 
has directed that no person except ivith the general and special 
permission of the Reserve Bank shall fo) take or send any security 
to any place outside India, (6) transfer any security or create or 
transfer any interest in a security to or in favour of a person 
resident outside India. Purchase of foreign securities except with 
the general or special permission of the Reserve Bank is prohibited. 
Authorised dealers who wish to purchase fresh securities in place 
of the securities which have matured must abo take permission 
from the Reserve Bank. 

In exercise of the powers conferred by Section 19 of the 
F.E.R.A., 1947, the Central Government has directed that all 
persons who are owners or become owners of any securities in 
respect of which the principal, interest or dividend is or are pay- 
able in the currency of any country or territory outside India are 
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to make a return to the Reserve Bank of India on a form obtained 
from an office of the Reserve Bank giving, (i) name and address 
of tlie o\vner, (fi) description of security, (ui) whether the security 
is free or encumbered, (tu) the place in which and the name of 
the person with whom the security is deposited. The Central 
Government for the purpose of strengthening its foreign exchange 
position may, by notification in the official Gazette, acquire foreign 
securities by having them transferred to itself at a price not less 
than the market value of these securities. 

Returns 

In terms of the regulations authorised dealers are required to 
submit the following returns to the Reserve Bank of India : 

I. Daily purchases of sterling and other sterling area curren- 
cies. 

II. Daily sales of sterling and other sterling area currencies, 

III. Weekly return covering purchases and sales of sterling. 

IV. Daily purchases of U.S. Dollar. 

V. Daily sales of U.S. Dollar. 

VI. Weekly return covering purchases, sales of all foreign 
currencies other than sterling area currencies. 

VII. Monthly return of the balances of all foreign currencies 
and securities held by authorised dealers. 

VIII. Return of credit and debit balances of U.S. Dollar, 
Canadian Dollar, Philippine Pesos, Belgian monetary 
area, Portugal, Sweden, Switzerland currencies. 

Other Activities of the Reserve Bank of India 

The Bank has participated effectively in setting up institu- 
tions for the training of personnel required by the co-operative 
and commercial banks in the cmmtry. The Bank organized in 
1952 an all-India training centre for co-operative personnel at 
Poona in conjunction with the Poona Co-operative Training 
College run by the Bombay Provincial Co-operative Institute. 
This centre is subsidised by ffie Reserve Bank and provides train- 
15 
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ing for both officials and non-officials interested in the co-operative 
movement. 

The Reser\’e Bank set up in July 1953 a Committee consist- 
ing of representatives of banlLs and other experts to frame a con- 
crete scheme of startmg a training college for the staff of commer- 
cial banks in the country’ and to make suggestions in respect of 
the preliminary measures to be taken in such matters as the fram- 
ing of the syllabus, securing the teaching staff, etc. The Report 
of this Committee was submitted in J,annaiy 1954 and in Sept. 
1954 the College started functioning at Bombay. The entire 
administrative expenses of the College are borne by the Reserve 
Bank. 

To assist it in running the College, the Reserve Bank has 
constituted an Advisory Council. Four courses of training, each 
of eight weeks’ duration, have been completed and each course 
was attended by 24 trainees deputed by commercial banks. The 
curriculum is so designed as to be of maximum advantage to the 
branch manager of the average-sized branch of a commercial bank. 
The endeavour has been to promote a realistic interest in banking 
as a worthwhile career and to encourage a sound sense of confi- 
dence backed by knowledge and understanding. The facilities 
afforded by the College and their beneficial effects on individual 
trainees have been increasingly appreciated by banks (Source; 
Reports of the Central Board of Directors of the Reserve Bank of 
India for 1954 and 1955). The College has up to 1960 conducted 
31 courses at which 772 candidates from different banks received 
training. In 1960 the College has also introduced another course, 
vis., intermediate course for the training of Accountants and 
officers at comparable level. 


Reserve Bank of India and the Money SLvrket 

Technically, the Reserve Bank of India is fully equipped with 
all necessary weapons for the control of currency and credit. It 
has .the sole right to issue notes whereby it is enabled to deter- 
mine, to a large extent, the total supply of money in the market. 
It is in an advantageous position in this respect, inasmuch as in 
our country the cheque habit being undeveloped, these instruments 
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do not affect the monetary supply in the market in competition 
with the Bank notes, in so much degree as is found in other coun- 
tries like the U.S.A. and England. But now the tide is turned, 
because the cheques are gaining popularity in our country day by 
day. Moreover, it keeps the Statutory deposits of the scheduled 
banks and may also keep the balances of other non-scheduled 
banks on fulfilment of certain conditions. As a result the Reserve 
Bank can exercise much control over the cash reserves of these 
banks and through those reserves, over their ultimate lend- 
ing policy. Besides this, the funds of the Government are at the 
disposal of the Reserve Bank of India and contribute to its re- 
sources. All these factors taken together place the Reserve Bank 
in a key position wherefrom it is easy to control the currency and 
credit system of the country. 

But in view of the cheap money policy adopted by the Govern- 
ment soon after its inauguration, and its continuance for a long 
time, the extent and effectiveness of the control of the Reserve 
Bank of India over the currency and credit of the country could 
not be accurately gauged. It wll not be wrong to say that the 
efficacy of the w'eapons of the Reserve Bank has so far not been 
put to the test. But %ve should not be surprised if some of these 
weapons are found wanting having regard to the loosely-knit 
economy of the country and the unorganised nature of its money 
market. It is an admitted fact that unless the money market is 
wall developed and properly organised, the Central Bank of 
a country cannot make its influence felt. While discussing the 
essential features of the Indian money market, its glaring weak- 
nesses have been revealed. So we cannot blame the Reserve 
Bank so much for lack of any definiteness in its policy hitherto 
adopted. It had to experiment slowly with the instruments of 
control and weigh each reaction on the money market with 
precision. 

The position^ of the Imperial Bank of India (now the State 
Bank of India) is an anomaly in the Indian money market. It is 
called upon to discharge some of the central banking functions in 
places where the Reserve Bank of India has no branch of its own, 
including the management of the Treasury affairs, keeping of 
Government accounts etc, while it competes with other joint-stock 
banks in banking business. This anomaly is paxtlj' responsible 


228 FUN0MIENTALS OF BANKING THEORY AND PRACTICE 


for weakening the influence of the Reserve Bank in the jnoney 
market. But still there is no suflScient reason to treat this anomaly 
as a serious impediment to the establishment of control by the 
Reserve Bank over the money market. 

Again the influence of exchange banks is predominant in the 
money market. Possessed of enormous resources and having 
branches spread all over the world, these exchange banks may 
neutralise the effect of any policy pursued by the Reserve Bank. 
So the Reserve Bank has to contend with such powerful counter- 
acting factors before it is in a position to control the money market. 
But there is no possibility of opposition from exchange banks, as 
India is now in need of enlarging credit rather than contracting 
credit. Moreover, unyoked as India is from the fetters of an alien 
Government, the Reserve Bank of India is no longer to face this 
difficulty, which it experienced before in carrying out its 
policy in the face of opposition from the exchange banks. It is 
now free to pursue its own policy to promote the interests of the 
country. 

The Reserve Bank’s influence in the money market was so 
long incomplete, as it had no power over the indigenous bankers, 
who supply more than 90% of rural credit. If such an important 
sector of the credit-financing agency remains outside the iiifiuence 
of the Reserve Bank, its control will naturally be weak. The linking 
of the indigenous banks to the Reserve Bank is a problem which 
must have to be satisfactorily tackled in order to control the 
money market in an effective manner. The scheme advanced by 
the Reserve Bank to the indigenous bankers might be commend- 
able in respect of its conformity to the traditional central bank- 
ing principles ; but it is considered in certain quarters as too 
revolutionary a scheme, which, in the existing circumstances, 
could not find favour with those indigenous bankers inasmuch 
as it sought to overthrow at a single stroke the very basis 
of indigenous banking. So instead of asking the indigenous 
bankers to wind up their trading business all at once, it would, 
i they consider, be more practical for the Reserve Bank to ask 
them to do it by and by. Anyway, the Reserve Bank must have 
to bring the indigenous bankers within the sphere of its influence 
to control the money market and the matter is receiving its active 
consideration. 
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So long the discount policy of the Reserve Bank was practi- 
cally ineffective due to paucity of commercial bills. It has been 
observed before, how the discount policy of the Central Bank 
influences the money market. The modus operandi of the Bank 
rate has been discussed earlier to show its influence in this direc- 
tion. It is well imderstood that unless the discount policy is 
forged, the money market wUl be left to the mercy of diverse 
forces moving in different directions. So the Reserve Bank of 
India Should devise ways and means for making the Bank rate 
effective as its influence so far on the money market was not felt 
at all. There was no correlation in our country between the Bank 
rate and the market rate. The Imperial Bank of India (now the 
State Bank of India), by virtue of its predominant position in the 
money market, adopts its own rate. Unless the Bank rate could 
influence the market rate, the supremacy of the Reserve Bank will 
he weakened. Much work is to be done in this connection to 
improve the present state of affairs. It is often contended that 
because of the unorganised nature of India’s money market the 
Reserve Bank of India can meld but little influence. But expe- 
riences in South Africa and Australia show how it was possible for 
the Central Banks of the respective countries, in spite of the handi- 
cap of an undeveloped money market, to steer clear of the 
difficulties of the deflation following the last war and of the uncer- 
tainties of the depression period in 1929. The Canadian Banking 
and Currency Commission observes, "The Commonwealth Bank 
was instrumental in mobilising the gold reserves of the country 
and their judicious employment with a view to tide the country 
over a period when Australia’s ability to provide and transfer 
the services of overseas debt was seriously in question.’’ In that 
context the Reserve Bank of India also made in certain cases 
its influence felt, though it was not possible to measure the exact 
extent of its control over the money market. It could mitigate 
the seasonal stringency of the money market as will be evident 
from the gradual narrowing down of the disparities between 
different money rates like hundi rates, bazar rates in Calcutta and 
Bombay. 

The Reserve Bank of India has already evolved a scheme for 
the creation of a bill market, and is also trying hard to develop a 
wider Treasury bill market with the co-operation of the Indian 
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joint-stock banks. One of the defects of the Treasury bill market 
in India is the absence of any material support from outside the 
banks. The Reserve Bank of India will have to find out ways 
for interesting outside agencies in the Treasury bills, if the scope 
of this market is to be widened. There is a strong feeling in the 
money market against discounting of Treasury bills. The Reserv'C 
Bank must create such a feeling in the market that Treasury bills 
are treated just like cash, and not as investments. If the Reser\’e 
Bank can promote such a market in Treasury bills, it will, by 
swelling the floating debt in the market, reduce the cost of Govern- 
ment borrowings and enable the Reserve Bank to exercise greater 
control in the money market by discounting such bills. 

The Reserve Bank has helped to improve the tone of 
the money market by encouraging the development of sound 
banking practices. By advice and inspection, the Reseiv'e Bank 
of India is guiding Indian banking on sound lines, and 
thereby its influence over the money market is going to be firmly 
established. 

During the period covered by 1946-47, the general lack of 
confidence engendered by the political developments produced a 
situation in which investment demand was lacking and there were 
some Avithdrawals of funds from banks which necessitated the 
selling of securities by banks to replenish their cash resources with 
a view to meeting any possible contingencies. This lack of 
confidence being the result of the uncertainty created by political 
and other causes, its effect on security prices could not be counter- 
acted entirely by action confined to the monetary sphere only. 
The Reserve Bank in this situation came to the support of the 
market on a substantial scale in order to ^maintain security prices 
and to stabilise the banking and financial structure generally 
at levels where there was reasonable prospect of holding. The 
support had a steadjdng influence on the market and on the 
banking system and was a contributory factor for the stability 
of security prices which took place towards the end of the financial 
year. 

Tlie Reserve Bank of India made the first official menrion of 
open market operations in the Annual Report for 1946-47. That 
year saw two distinct movements in the security market. In the 
first four months up to August there -was a boom, especially in 
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Juty and August, when the jneld of 3% (63-66) bonds fell in the 
course of one month from 2.71% to 2.57%. The Reserve Bank 
tried to stem the shaipness of the fall by selling large amounts 
of securities. The total investments of the Bank which were 
Rs. 30.37 crores on 28th June fell in the course of one month to 
Rs. 17.10 crores and tlien on August 2nd to Rs. 7.19 crores, a fall 
of Rs. 23.18 crores in the course of five weeks. From the middle 
of August, there was a serious set-back caused by the communal 
disturbances all over the country. The yield rose to 2.67 in 
September at which level it remained more or less steady till the 
end of November. From December, there took place a serious 
decline in security prices. The Bank began to buy securities and 
its investments increased from Rs. 16.50 crores in November to 
Rs. 40.42 crores on 27th December. The subsequent annual reports 
mentioned the fact of continuous official support of the security 
market. “The Bank’s purchases of securities were particularly 
large during the years 1948-49 and 1950-51, the latter being the 
period of the Korean ^war boom. This policy of comparatively free 
purchases of securities by the Bank was modified in mid-November 
1951, The revised policy was in operation for about five years 
during which the Bank was able to make net sales of securities of 
about Rs. SO crores as against net purchases aggregating a little 
over Rs. 200 crores during the years 1948-51. From November 1956, 
however, the Bank began to offer discriminating support to the 
gilt-edged market to ease the acute stringency in the money market. 
Apart from purchases or sales, the Bank engages extensively in 
'switch’ operations, i.e., purchase of one loan against sale of another 
and vice versa to maintain an orderly pattern of yields and to cater 
to the var 3 dng requirements of investors with respect to maturity 
distribution policy since the middle of 1957. However, the emphasis 
has been shifted to sales and there has been a Considerable excess 
of the Bank’s sales over purchases of securities" (The Reserve Bank 
of India — ^Functions and Working). 

The Reserve Bank of India has also succeeded in insulating 
the economy of the coimtry from the effects of the purchase or 
sale of sterling and from the impact of variations in its hold- 
ings of foreign assets as will be evident from the following table 
and has thus been able to exercise a steady influence on the 
money market ; 
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Changes in the Volume of Foreign Assets and Money in 
Circulation in India 
(In lakhs of rupees) 

Changes o£ 



Net pur- 

Changes in 

the total 
volume of 

Changes in 
the volume 

Period 

chase (+1 or 

the foreign 

notes in. circu- 

of securities 


Sales (—1 of 

assets of the 

lation plus 

held by the 


Sterling. 

R.B. (a). 

deposits of 

R.B. (b). 

April to 

September, 1946 

-39 71 

-54-49 

bank. 

+ 51-49 

-18-94 

October, 1946 to 
Marcb, 1947 

-47-78 

-53-13 

+ 12-32 

+ 42-07 

October, 1947 to 
April. 1948 

+■0-48 

-93-65 

-9-19 

+ 27-48 

October, 1947 to 
March, 1948 

-^112-42 

+ 4-74 

+ 171-04 

+ 31-15 

April to 

September, 1948 

-25-74 

-419-51 

-102-54 

+ 258-03 


(a) Incladcs tlie volume of foreign securities held in the Issue Depart- 
ment and balances held abroad of the Banking Department 

(b) Includes rupee securities in the Issue Department plus investments 
of the Banking Department, 

Section 21 of the Banking Companies Act, 1949 gives some 
powers to the Reserve Bank of India for selective control of credit. 
The Reserve Bank is thus empowered not only to control the volume 
of credit but also to determine the ultimate use of money by con- 
trolling the purposes lor which banks make advances. The Reserve 
Bank reserves the right to give directions to banks as to tlic margins 
to be maintained in respect of secured advances and the rales of 
interest to fac charged on advances. 

The Reserve Bank look various measures to ensure that the 
pattern of bank credit conformed to the general economic policy 
and to the needs of the sitnation in the countrjn After the dwalua- 
lion of the Indian rupee in September 1949 a resurgence of spcai- 
lative activity was feared. Banks wore, therefore, advised to 
restrict their advances to genuine trade requiroments and not to 
grant any accommodation for speculative purposes. They wore 
also required to submit to the Reserve Bank a daily return of all 
credit limits sanctioned by them in excess of Rs. 1 hakh. Mlicn 
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after a scrutiny of these returns, the Reserve Bank was of the 
opinion that certain advances were of an undesirable character, the 
banks concerned were advised to effect a recall. In March 1950. 
all scheduled banks were requested to furnish the Reserve Bank 
with a statement showing their advances against bullion and commo- 
dities which were the subject of speculative interest. These returns 
enabled the Reserve Bank to judge the extent to which bank finance 
was being utilised for speculative building up of stocks and to take 
appropriate measures to remedy the position. Scheduled an s 
operating in the Calcutta area were, for instance, requested m 1950 
to recall within a specified time all their advances for the pure ase 
of raw jute made to parties other than mills and balers, and o 
refrain from granting any fresh advances till the supp y posi on 
of raw jute improved. This facOitated the flow of raw ]ute to t e 
mills and as the supply position improved in 1951, the restnctions 
on jute advances were withdrawn. With a view to ringing an 
accommodation for financing trade in important comnm ibes, 
also in shares and debentures, under close observation, the Reserve 
Bank issued on April 4, 1956 a circular to all scheduled banks calling 
for fortnightly returns of advances. The monthly statemens o 
advances, which were being received prior to this ® 

that banks’ advances against paddy and rice ^d s own ^ 
healthy increase over the year to March 1956. ere ore, o 
17. 1956, the Bank issued a circular letter to all scheduled 
impressing upon them the necessity of refraining om ex 
lending against commodities and also from assis ng specu 
hoarding of stocks. They were directed not to mcrease any je i 
limits in respect of advances against the security ^ 

or sanction any fresh credit limit in excess oi Rs. 50,000 m respec 
of such advances, and to increase the existing margin in ^®^P® 
the limits and advances by an amount not less than 1 per ^ 
the value of these commodities. Scheduled banks were 
requested to endeavour to reduce their aggregate ^ 

paddy and rice to a level not exceeding 25 per cen a 
prevailing at the corresponding time in the previous 
restrictions were withdrawn in November 1956 an 
February 9, 1957. A directive containing certain res ° 
cotton manufactures was also issued and withdrawn a ^ J 

short period of its working. Thereafter, the Bank issued a senes 
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of directives imposing restrictions on advances against various t 5 'pes 
of commodities according as the circumstances demanded and modi- 
fied them from time to time to meet the changing situations. Thus, 
to curb speculative dealings in shares, the Bank directed the 
scheduled banks to keep a margin of 50% on advances against 
equity shares and later reduced the margin to 40% when the situa- 
tion improved. The control on advances against wheat and sugar 
was withdrawm. The Bank also introduced in March 1960 
additional reserve requirement on the part of scheduled banks. _ But 
the net effect of the additional reserve requirement on the bank 
credit was not appreciable. “The situation indicated the need 
for limiting the banks’ access to the Reserve Bank on some basis. 
The course open to the Bank for this purpose was to fix ceilings 
for borrowings by banks or to raise the cost of such borrowings or 
to adopt a combination of both methods. It was considered best 
in the circumstances to introduce a system of slab rates under 
which scheduled banks’ access to the Bank was regulated under a 
three-tied structure of rates related to the extent of borrowing. 
Accordingly, a new set of general credit measures was announced 
on September 21, 1960. Effective October 1960, each scheduled 
bank was assigned for purposes of its borrowing at the Bank rate, 
a quota for each quarter, equal to half of the average amount of 
statutory reserves required to be maintained by it during the 
previous quarter in terms of section 42{1) of the Reserve Bank of 
India Act. Any borrowing over this level np to 200% of tlie quota 
would bear a rate of 1% above the Bank rate ; borrowings in excess 
of 200% of the quota would bear a rate of 2% above the Bank 
rate. The Bank also directed that, with effect from October 1, all 
scheduled banks should adhere to a minimum lending rate of 5% 
on all advances except to those to other banks and bank employees ; 
in addition all banks were required to raise their average lending 
rate at least by 4%, the base period for comparison being the 3 'ear 
ended June 30, 1960. This measure was adopted to ensure that 
the highcT cost of borrowng from the Rcsen’e Bank 'vas trans- 
mitted to the ultimate borrower so as to mitigate the demand for bank 
credit. Simultaneously, with a view to preventing possible ciraim- 
vcr.tion by banks of the directive regarding higher rates on lending 
b}' offering higher rates on rhort-term deposits, the Banks also 
ff:ted a ceiling of 2% in respect of deposits accepted by scheduled 
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banks from the public repayable on notice of or on the expiry of 
a penod not exceeding 21 days. The system of slab rates combines 
the features of direct limitation on borrowing and raising the cost 
of borrowing. It provided a technique whereby the objectives of 
credit restraint could be attained without too large an adjustment 
in Government security prices. While this move towards raising 
the cost of credit was taken \vith a view to imposing a degree of 
discipline on both banks and their borrowers, it was not the 
intention of the Bank to restrict the availabiliy of credit for the 
legitimate needs of industry and trade. In fact the Bank broadened 
the credit base by removing the ceilings on advances under the 
Bill Market Scheme. Further with the approach of the busy 
season of 1960-61 and in the face of a slackening in the rate of 
growth of deposits, the Bank withdrew the additional reserve 
requirement in two stages, on November 1 1 , the directive issued on 
May 5, 1960 regarding the maintenance of additional statutory 
resen'es was relaxed. Further impounding of the increase in liabi- 
lities over the level as on November 11 was suspended ; also about 
half of the reserves already impounded were released by a reduc- 
tion in the additional reserve requirement to 25% of the increase 
since March' 11, 1960. The reserves thus released amounted to 
Rs. 13 crores. Subsequently, the additional reserve requirement 
was revoked altogether with effect from January 13, 1961 releasing 
a further amount of Rs. 13 crores. Effective February 22, 1961, 
the peg on the 21 days’ deposit rate was also withdrawn to enable 
banks to readjust the pattern of interest rates in the context of a 
slowing down of the rate of growth of deposits. The selective credit 
controls worked with a larger measure of success, since they were 
operated in conjunction with general quantitative controls. The 
compliance by banks ndth the selective credit control directives 
continued to be generally satisfactory”. 

(Source; Report of the Reserve Bank’s Central Board of 
Directors for the year ended June 30, 1961) 

Transformation of the Imperiae Bank of India into 
THE State Banic of India 

The Imperial Bank of India was established in the year 1921 
by a special act called the Imperial Bank of India Act, 1920. 
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After the inauguration of the Reserve Bank of India, the Imperial 
Bank of India Act was amended in various respects in'the year 
1934. Originally, the Imperial Bank of India was largely manned 
by Europeans and pursued a conservative banking policy with the 
result that the legitimate claims of Indian trade and commerce 
for banking facilities were not adequately fulfilled. At the outset 
and for a long time thereafter, it was freely charged with discri- 
mination against Indian firms and business houses vis-a-vis the 
European firms and business houses. The bank was also accused 
of an unfair competition with the Indian banks. In order that the 
bank might play a more useful role in the sphere of Indian 
banking the Central Banking Enquiry Committee made the follow- 
ing important recommendations; 

(a) The bank should discount more freely bills of the indi- 
genous bankers whom it should employ as its collecting 
agents. 

(b) It should liberalise its policy of advances against stocks 
in godowns. 

(c) It should provide finance to industries on the lines of joint- 
stock banks in Germany. 

(d) It should take the lead in financing India’s foreign trade. 

Later, there was a progressive Indianisation of the staff of the 
bank and a considerable liberalisation of its policy in respect of 
advances and investments. Gradually, it held a key position in 
the Indian money market and played an important role in facHita- 
ting the development of trade, industry and other economic 
activities in the country. After our country attained independence, 
there was a cry for the nationalisation of this bank. But such a 
step v-as considered premature at that time. The Rural Banking 
Enquiry Committee which was appointed some time in 1950 made, 
inter alia, certain recommendations regarding the future role of the 
Imperial Bank of India in the banking and treasury set-up which 
were implemented. 

Later, the Committee of Direction of the Rural Credit Survey 
recommended the setting up of the State Bank of India as one 
strong, integrated, State-partnered commercial banking institution 
vnth an effective machinery of branches spread over the whole 
country' for stimulating banking development by providing vastly 
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extended remittance facilities for co-operative and other banks and 
by following a policy which can be in effective consonance with 
the national policies. Accordingly, the Government of India 
announced their intention to set up the State Bank of India by 
transferring to it the undertaking of the Imperial Bank of India. 
This was followed up by the introduction of the necessary legislation 
in Parliament and on the 8th May, 1955 the State Bank of India 
Bill received the President’s assent. On the 1st July, 1955 the 
State Bank of India came into being and took over only the offices 
in India of the Imperial Bank of India, since the State Bank of 
India (Amendment) Ordinance was passed to allow the Imperial 
Bank of India to continue as a legal entity until arrangements 
could be effected for its foreign branches to be taken over by the 
State Bank of India according to the law in respective countries. 
Thus the transformation of the Imperial Bank of India — as it is the 
result of the amalgamation of the 3 Presidency banks in 1921 — ^into 
the State Bank of India marks a new chapter in the history of 
Indian banking. The State Bank of India will continue to under- 
take commercial banking business and recognise financial principles 
and will provide credit to industry, trade and commerce. Suitable 
modifications and alterations have also been made in its structure 
to adapt it, consistently with smmd banking principles, to its new 
role in the field of rural finance. One of the important objectives 
of the State Bank of India is to establish not less than 400 additional 
branches within 5 years or such extended period as the Central 
Government may specify, particularly at district headquarters and 
sub-divisional centres with a view to providing considerably larger 
remittance and other banking facUities to co-operative and other 
banks and to mobilising rural savings. The State Bank of India 
will function as the agent of the Reserve Bank of India as the 
Imperial Bank of India did, in all places in India where there is no 
branch of the Banking Department of the Reserve Bank of India 
and where there is a branch of the State Bank of India, or of its 
subsidiaries and is empowered to transact any business and perform 
any function entrusted to it as the agent of the Reserve Bank of 
India. 

The State Bank of India has an authorised share capital of 
Rs. 20 crores and an issued share capital of Rs. 5.62 crores which 
has been allotted to the Reserve Bank of India in lieu of the shares 
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the Slate Bank of India Act ; (l>) Subsidies granted by the State 
R.ank to a subsidiary bank avith the approval of tiic Rcvrs’c Rank, 
and (c) sucb other los'ses or expenditure as may be nppros-ed by 
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of India. 

Apart from the main contribution to the niral credit structure 
implicit in the large programme of branch cxpaiusion the State 
Bank’s part in expanding rural credit may also be vistialircd in 
the purchases of debenture'; of land-mongage banks or by making 
direct advances against agricultural produce or small-scale indus- 
tries and generally in co-ordinating iLs activities with those of co- 
operative institutions in a variety' of way's. With the expansion of 
its branches in the interior of districts, the bank has been able 
to assist in devising remedies for difBcultics connected with tlic 
.short-term finance to rural and small-scale industries. The bulk 
of the credit requirements of the village industries would have to 
be provided by the institutional agencies and tlic State Bank accord- 
ingly took up with the Reserve Bank of India the question of 
planning a co-ordinated scheme of extending credit to these 
industries. 

Accordingly in 1956, the State Bank of India, in consultation 
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■with the Resen'e Bank of India and in collaboration with other 
institutional agencies, initiated a Pilot scheme at 9 of its branches. 
The experience gained by the Bank having been satisfactory, the 
scheme was extended to all its branches in 1959. In order to give 
positive encouragement to small industries the State Bank has 
liberalised its lending practices and procedures. The Bank charges 
small-scale industries at present on all-inclusive interest rate not 
exceeding 6 per cent. Important branches of the bank have been 
working as intensive centres for achieving better results particularly 
in regard to the co-ordination of its activities with those of other 
agencies in this field. 

Another field in which the State^Bank is breaking new ground 
is in providing medium term finance to industry. The Bank has 
made some headway in extending term credit to industrial concerns, 
including some medium term loans granted at London office for 
assisting the development of Indian shipping. 

The bank has been lending its full support to the Central Ware- 
housing Corporation and the State Warehousing Corporations. The 
bank has also taken a lead in evolving appropriate procedures for 
granting advances against warehouse receipts. 

The bank has been subscribing in suitable lots to the debentures 
issued from time to time by the Central Co-operative land-mortgage 
banks and has thus been increasing the supply of long-term agri- 
cultural finance. 

Integration of State-associated Banks 

The All-India Rural Credit Survey Committee had recommend- 
ed the amalgamation of the several State-owned and State-associated 
banks with the State Bank of India so as to create one strong, 
integrated, State-partnered commercial banking institution for the 
purpose of stimulating banking development in the country. 
Following a detailed examination of this recommendation and in 
deference to the wishes of the concerned banks, Government came 
to the conclusion that the objective of bringing about an integrated 
banking structure all over the country could as well be achieved 
by forming such of these banks as were ■willing, as subsidiaries of 
the State Bank of India. Accordingly, the State Bank of India 
(Subsidiary Banks) Act was passed in September 1959 enabling 
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the State Bank to take over the following dght State-owned and 
State-associated banks as its subsidiaries. 

1. State Bank of Hyderabad 

2. Bank of Jaipur 

3. Bank of Indore 

4. Bank of Bikaner 

5. Tiavancore Bank 

6. Bank of Patiala 

7. State Bank of Sauiashtra 

8. Bank of Mysore. 

All of the above banks have fay now been taken over by the 
State Bank of India. 

While the State Bank of India will be a inaiority holder of the 
share capital of each of these subsidiaries (except the three com- 
pletely Gove^unent-o^vned banks in whose case the State Bank will 
hold the entire share capital) there is sufficient scope for private 
shareholders both as regards the ownership of capital as well as 
representation on the respective Boards of Directors. Each of these 
subsidiaries being autonomous, continues to maintain its indivi- 
duality and independence in its day-to-day operations, while the 
State Bank of India has the general powers of control, supervision 
and direction. This will not, however, affect the character, the 
traditions or the business of any of these banfe. In fact the object 
of taking them over is to import to them additional strength and 
stability so that they can play a more useful role in the country's 
economy. Their integration should also enable the State Bank 
of India to function as a more effective instrument of national 
policy. 

According to the State Bank of India Act, 1953 the Central 

Board of the bank shall consist of the following, viz 

(a) a Chairman and a Vice-Chairman to be appointed by 
the Central Government in consultation with the Reserve 
Bank and after consideration,^ except in the case of first 
appointments, of the recommendations made by the 
Central Board in that behalf ; 

{b) not more than two raana^ng directors, if any, appointed 
by the Central Board with the approval of the Central 
Government ; 
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(c) six directors to be elected in the prescribed maimer by 
the shareholders otlicr than the- Reserve Bank whose 
names are entered in the various branch registers; 

{d) eight directors to be nominated by the Central Govern- 
ment in consultation with the Reserve Bank to represent, 
as far as possible, territorial and economic matters and 
in such manner that not less than two of them have 
special knowledge of the working of co-operative institu- 
tions and of rural economy and the others have experience 
in commerce, industry, banking or finance ; 

(e) one director to be nominated by the Central Government; 
{/) one director to be nominated by the Reserve Bank. 

The Chairman and the Vice-Chairman shall hold office for 
such term, not exceeding five yearn, as the Central Government 
may fix. The Managing Director shall likewise hold office for 
such term, not exceeding five years, as the Central Board or, in 
the case of the first two appointments, the Central Government 
may fix. 

There shall also be constituted at each place where the State 
Bank has a local office, a Local Board. A Local Committee may 
be constituted by the Central Board for any area consisting of such 
number of members as it maj’’ determine. 

Under the State Bank of India Act, 1955 the State Bank has 
been assigned enlarged functions, some of which are enumerated 
below : 

(j) Advancing and lending money, and opening cash-credits 
upon the security of: 

(а) stocks, funds and securities (other than immovable 
property) in which a trustee is authorised to invest 
trust money by any law for the time being in force 
in India or in an)' other country in whicli the .State 
Bank has a branch ; 

(б) debentures or other securities for money issued by 
or on behalf of a district board or, a municipal 
board committee or. other local authority under 
the authority of any Central Act, Provincial Act or 
State Act or of any law for the time being in force 
in any other country in which the State Bank has a 
branch ; 
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(c) subject to sucb directions as may be issued by the 
Central Board, debentures of companies with limited 
liability whether registered in India or in such other 
country as the Central Government may approve in 
this behalf or shares and debentures of corporations 
established by or under any law for the time being 
in force in India other than companies with limited 
liability ; 

{d) goods which, or the documents of title to which, are 
deposited with, or assigned to, the Bank as security 
for such advances, loans or credits ; 

(e) goods which are hypothecated to the Bank as security 
for such advances, loans or credits, if so authorised 
by special directions of the Central Board ; 

(/) subject to such directions as may be issued by the 
Central Board, book debts or other assets of any 
undertaking engaged in the financing of hire-purchase 
transactions which are hypothecated to the State Bank 
as security for such advances, etc. 

(g) accepted bills of exchange and promissory notes 
endorsed by the payees and joint and several pro- 
missory notes of two or more persons or firms uncon- 
nected with each other in general partnership ; and 
{h) fully paid shares of companies with limited liability, 
or immovable property or documents of title relating 
thereto as collateral security only where the original 
security is one of those specified in sub-clauses (a) to 
(d), and subject to such directions as may be issued 
by the Central Board where the original security is 
of the kind specified in sub-clauses (e), (/) and (g) 
(ji) the selling and realisation of the proceeds of sale of any 
such promissory note, debentures, stock-receipts, bonds, 
annuities, stock-shares, securities or goods which or the 
documents of title to which have been deposited with or 
pledged, hypothecated, assigned or transferred to the 
bank as security for such advances, loans or credits, or 
which are held by the bank or over which the Bank is 
entitled to any lien or charge in respect of any such loan 
or advance or credit or any debt or claim of the Bank 
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and which have not been redeemed in due time in accor- 
dance with the terms and conditions, if any, of such 
deposit, pledge, hypothecation, assignment or transfer ; 
(tit) advancing and lending money to Courts of Wards upon 
the security of estates in their charges or under their 
superintendence, and the realisation of such advances or 
loans and any interest due thereon provided that no such 
advance or loan shall be made without the previous sanc- 
tion of the State Government concerned, and that the 
period for which any such advance or loan is made shall 
not exceed fifteen months in the case of advances or loans 
relating to the financing of agricultural operations, and 
six months in other cases ; 

(iy) the drawing, accepting, discounting, buying and selling 
of bills of exchange and other negotiable securities ; 

(o) the investing of the funds of the Bank in any of the 
^ securities specified in sub-clauses (a) to {d) of clause (j) 
and converting the same into money when required, and 
altering, converting and transposing such investments for 
or into others of the investments above specified : 

(yf) the making, issuing and circulating of letters of credit to 
order, or othenvise than to the bearer on demand ; 

(vtt) the buying and selling of gold and silver whether coined 
or uncoined ; 

(yju) the receiving of deposits and keeping of cash accounts 
on such terms as may be agreed on ; 

(ix) the acceptance of the charge of plate, jewels, title deeds 
or other valuable goods on such terms as may be 
agreed on ; 

(x) the selling and realising of all property whether movable 
or immovable, which may in any way come into the 
possession of the Bank, in satisfaction or part satisfaction 
of any of its claims and the acquisition and holding of, 
and generally the dealing with, any right, title or interest 
in any property, movable or immovable, which may be 
the Bank’s security for any loan or advance or may be 
connected with any such security ; 

(xt) the transaction of pecuniary agency business on commis- 
sion : and the entering into contracts of indemnity,. 
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suretyship or guarantee with specific security or ether- 
ise ; 

(xii) the administration of estates for an}' purpose whether as 
an executor, trustee or otherwise and the acting as agent 
on commission in the transaction of the following kinds 
of business : 

(a) the buying, selling, transferring and taking charge 
of any securities or any shares in any public 
company ; 

(b) the receiving of the proceeds, whether principal, 

' interest or dividends, of any securities or shares ; 

(c) the remittance of such proceeds by public or private 
bills of exchange, payable either in India or else- 
where •, 

{xiH) the drandng of bills of exchange and the granting of letters 
of credit payable out of India ; 

(xiu) the buying of bills of exchange payable out of India, at 
any usance not exceeding fifteen months in the case of 
bills relating to the financing of seasonal agricultural 
operation, or six months in other cases ; 

{xv) the borrowing of money for the purposes of the Bank’s 
business and the giving of security for money so borrow- 
ed by pledging assets or otherwise ; 

{xvi) the subsidizing from time to time of the pension funds of 
the Fresidency Banks, the Imperial Bank of India, and 
(xoit) generally, the doing of all such matters and things as may 
be incidental or subsidiary to the transaction of the vari- 
ous kinds of business including foreign exchange business 
hereinbefore specified. 

In addition to the above functions, the State Bank may, with 
the sanction of the Central Government, and shall, if so directed 
by the Central Government, in consultation with the Reserve Bank 
enter into negotiations for acquiring the business including the 
assets and liabilities of any banking institution. It is further 
authorised to lend money to some companies or co-operative 
societies for any period upon the security of all or any of their 
assets for the purpose of faeflitating their winding up. It may 
also subscribe with the approval of the Reserve Bank to buy, 
acquire or hold and sell any shares in or the capital of any banking 
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institution and form or conduct any such banking institution as a ' 
subsidiary of the State Bank or in any other bank. By an amend- 
ment of section 39 of the Banking Companies Act, the State Bank 
of India is autlioriscd to act as the liquidator of a banking company 
if such an application is made by the Reserve Bank of India. 

"Only fte future can unfold the full significance of the State 
Bank of India for the country's economic development ; a develop- 
ment which is intimately bound up, in both the public and the 
private sectors, with the Second Five Year Plan. The establishment 
of the State Bank coincides wth a crucial stage in that development. 
Its potentialities for gro^vth and hxpansion are far beyond those 
at any time open to its predecessor. So too are the opportunities 
it has for mobilising resources and, without deviating from its orbit, 
of influencing their utilisation in a manner consonant with 
the objectives of the Plan. That the role of the bank vis-a-vis 
the private sector of commerce and mdustry will be one of 
_ undinainished usefulness and importance is clear from the assur- 
ances given on behalf of the Government. Indeed, it ma y be 
expected that the importance of its role vis-a-ads both the sectors 
will, as time goes by, be greatly enhan'ced. With the programme 
of expansion enjoined on it and the framework of functions 
designed for it in the statute, there cannot be tire least doubt that 
the State Bank -will not merely continue to be th^ foremost com- 
mercial banking institution of the country, but will grow in size, 
stature and significance. Another aspect may be emphasized. 
The State Bank’s charter is based on the axiom that there does 
not exist in essence, and need not obtain in fact, a contradiction 
between sormd business principles on the one hand and the public 
interest on the other. The device already mentioned whereby the 
uneconomic part of the cost of branch expansion undertaken in 
the public interest is debited to a special fund provided by the 
State is only one of many examples of how a reconciliation can 
in practice be effected between the two sets of considerations 
involved. With mutual understanding, commonness of purpose 
and co-ordination of action — ^in other words with the fullest cm 
operation — ^between the Government of India, the Reserve Bank 
and the State Bank, there is little doubt that such a synthesis can 
be achieved and that the State Bank, complementing the functions 
of the Reserve Bank in an essential sphere, can emerge as a power- 
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fill instrument of public policy, including that of planned develop- 
ment, while at the same time maintaining the highest standards of 
commercial banking.” 

(Source: Reports the Central Board of Directors of the 
Reserve Bank of India for 1954 and 1956) 

The performance of the State Bank of India during the sub- 
sequent years has amply justified the high hopes entertained about 
its potency. It has opened as many as 429 branches since July 1, 
1955 as against the target of 400 branches. Of them, 352 branches 
were opened in rural and semi-urban areas with population of 
30,000 or less. It has taken over 8 major State-associated banks 
as its subsidiaries and entered into agency agreements with effect 
from October 1, 1960 to establish an integrated banking and 
treasury set-up in the country. At the end of 1960, of 4,141 offices 
of scheduled banks, the number of offices of the State Bank of 
India and its subsidiaries accounted for 1,281 or 31% of the total. 
Deposits (excluding P.L. 480 funds) of the State Bank and its_ 
sul^diaries amounted to Rs. 394 crores or about one-fourth of the 
total deposit resources of all scheduled banks. 

Advances to the co-operative sector constitute an integral part 
of the Scheme of State Bank’s credit and other facilities. Credit 
limits aggregating Rs. 2-5 crores were sanctioned to 166 marketing 
and processing societies and those sanctioned to co-operative banks 
aggregated Rs. 15.18 crores. Credit limits sanctioned against 
warehouse receipts amounted to Rs. 2.16 crores. As many as 
2,451 small industrial units were sanctioned total credit limits of 
Rs. 7.8 crores in 1960. The significance attached by the State 
Bank to a wide dispersal of its assistance was evidenced in the fact 
that the units enjoying limits up to Rs. 50,000 constituted 85.2% 
of the total number of units financed by it at the intensive centres 
(Source: Trend and Progress of Banking in India during the 
year 1960). 

SUBSIDIARy B.WKS OF THE STATE BaNK OF INDIA 

The formation of the subsidiary banks of the State Bank of 
India is an important development in the reorganisation of the 
banking structure of the country. This is a sequel to the recom- 
mendation made by the All-India Rural Credit Survey Committee 
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for the integration of some State-associated banks "with the State 
Bank of India. The State Bank of India (Subsidiary Banks) Act 
1959 was passed to give effect to an arrangement in terms of which 
8 State-associated banks, viz., the Bank of Jaipur, the Bank of 
Mysore, the Travancore Bank, the State Bank of Hyderabad, the 
Bank of Patiala and the State Bank of Saurashtra are to be set 
up as subsidiaries of the State Bank of India by the majority 
interest in the capital of these institutions being passed on to that 
bank. The subsidiary' banks continue to retain their sepgirate 
entity. The authorised capital of the new banks is stipulated at 
Rs. 2 crores each in the case of the State Banks of Mysore, 
Saurashtra and Travancore and Rs. 1 crore each in the case of 
the other banks. The issued capital is to be of such amount as 
the State Bank w-ith the approval of tire Reserve Barrk may fix. 
Compensation to the present shareholders may be paid wholly in 
cash or, if the shareholder so applies, partly in the shares of the 
reinstituted bank and the balance in cash. Under the Act, the 
State Bank is entitled to give directions and instructions to a sub- 
sidiary bank in regard to any of its affairs and business and the 
subsidiary bank is bound to comply wth such directions and 
instructions. The Board of Directors of a subsidiary bank con- 
sists of (a) the Chairman of the State Bank ex-officio, '(b) an officer 
of the Reserve Bank, (c) not more than five directors to be nomi- 
nated by the State Bank of whom not more than three shall be 
officers of that bank, and (d) two directors to be elected by the 
shareholders other than the State Bank. The General Manager of 
the subsidiary bank is to be appointed by the State Bank Yith the 
approval of the Reserve Bank. These subsidiary banks are 
entrusted with the custody of currency chests and authorised to 
undertake treasury work. The changed status of these banks has 
enabled them to mobilise deposits through an extension of their 
branch now working in comparatively undeveloped areas. 
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EXCHANGE BANKS 

The Exchange Banks operating in India are all incorporated 
outside India. They primarily finance the foreign trade in India, 
besides financing her inland trade. Though Indian banks are not 
legally prevented from participating in exchange business, j'et the 
monopoly of the exchange business lies with the exchange banks 
which are specialised in this line of business for a pretty long time. 
Indian banks are handling this type of business no doubt, but the 
volume is not yet appreciable. In recent years several Indian 
banks have opened overseas branches. It is to be seen how they 
fare in the face of competition from the strongly entrenched 
exchange banks. Gradually Indian banks are evincing increasing 
interest in the transacting of foreign exchange business. 

The total number of exchange hanks functioning in India is 
16. In recent years there has been a considerable increase in the 
deposits of these banks in Indian branches. These banks, by 
virtue of their enormotis resources and experience, are serious com- 
petitors of Indian banks. They have opened a number of branches 
in the principal ports and trading centres of India and are financ- 
ing a sizeable portion of India’s inland business. Other Indian 
banks cannot afford to compete successfully with these^ largely 
capitalised exchange banks in view of their capacity to attract com- 
, paratively cheap deposits and to lend funds at a low rate. During 
the British rule in India, these exchange banks flourished under 
indirect patronage from the State. At that time the Indian 
mercantile community had legitimate grievances against their lend- 
ing operafions in India. It is reported that the practice of drawing 
import D.P. bills instead of D.A, bills is largely attributable to the 
want of satisfactory references from exchange banks as well as to 
the large profits earned by them on loan business against trust 
receipts obtained in connection with the delivery of goods under 
the D.P. system. Besides this, tliere is a complaint against these 
exchange banks that they restrict most of their credit facilities to 
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forfigH firms with the exception of a few respectable Indian finns. 
Moreover, it is reported that in the matter of foreign exchange 
business, these iTonks do' not co-opemte with the Indian banks and 
In intcr-banic transactions some of them politely refuse to do 
business with Indian banks not unoften indtrectl}' by quoting a 
discriminator)' rate, whicli discourages the Indian banks. These 
banks do not participate in the capital issue of Indian companies. 
In almost everj' country import bills arc drawn itt the currenej'^ of 
the country' on which they arc drawn and after acceptance bj’ the 
drawee those may be negotiated in the discount market of (he 
importing country'. But as the exchange business is financed 
cxclu-sively by these exchange bantts, most of such import hills 
arc drawn in sterling in eases of imports from Europe and the 
U.S.A. and as a result tliO'C bills are not available for investment 
to the Indian banks because of the fact that the bills drawn in 
foreign currency arc practically of no use in the Indian money 
market. But for these foreign exchange banks, tlic change of the 
import bills from a sterling basis to the rupee basis would have 
taken place long ago in conformity with the recommendations of 
the Central Banking Enquiry Committee. They ask Indian 
exporters to insure goods with foreign Insurance Companies, and 
have put indirect pressure on them, which is not conducive to the 
intcre.sts of the Indian merchants. There arc other causes for non- 
participation in foreign business : absence of social contacts between 
exchange banks and Indian business houses, indifferent to small 
customers, difficulty in accessibility to exchange bank managers etc. 
These banks often charge such high rates for currencies other than 
sterling that people are often compelled to purchase tliose currencies 
through the London Market instead of through India. But it 
should not be overlooked that lack of proper knowledge about the 
technicalities of foreign exchange business was also a factor 
responsible for non-participation in such business on tlic part of 
Indian banks. In order to curb the competitive strength of these 
exchange banks, Mr. Mann Subedar and Ifr. N. R. Sarkar, in their 
evidence before the Centred B<anking Enquiry Committee, suggested 
certain terms of licence for the exchange banks. Firslly. these 
exchange banks should have to import 50% of their working 
capital from abroad, they should be allowed to receive so much 
deposits in India as are investiblc for the financing of foreign trade 
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in Indians' hands, they shall have to pay a spedal tax of 1^% 
on the fixed deposits receivable in India, they shall be permitted 
to receive deposits from Indians if they ^et themselves registered 
in India with rupee capital and Indian Directorate, or they shall 
be prohibited from receiving deposits from Indians and Indian com- 
panies and firms. Secondly, these exchange banks should not 
be allowed to open branches in places other than port towns'. 
Thirdly, they should not be allowed to have any controlling interest 
in any Indian bank. Fourthly, they should be prohibited from 
undertaking trustee business in India as this would place Indian 
money at their disposal. Fifthly, their profits in India should be 
subject to income tax. And lastly, they should be prohibited from 
forming any combination, ring qr pool without the express consent 
of the licensing authority. The Central Banking Enquiry Com- 
mittee held the same opinion that the financing of India's foreign 
trade should not be left exclusively to these exchange banks, but 
India should discover her own machinery for financing her foreign 
trade. In this cormection it is suggested in some quarters that 
India should promote an exchange bank of her own with the co- 
operation of the State, Indian banks and firms so that the said 
Bank might be entrusted with the exclusive financing of India's 
entire foreign trade, instead of allowing individual banks to tran- 
sact foreign exchange business by opening branches in foTeign 
centres separately. The London Office of the Central Bank of 
India had to be closed, as it was not otherwise possible for that 
bank to withstand the formidable competition from the big ex- 
change banks. The Central Banking Enquiry Committee recom- 
mended on the same ground that if the Imperial Bank of India 
were unable to participate actively in financing of India's foreign 
trade, Govenunent should take steps -to secure the establishment 
of an Indian Exchange Bank. 

JIany of the causes of grievances against exchange banks 
arising from lack of administrative control of their activities in the 
interests of Indian trade and commerce have disappeared with the 
coming into force of the Banking Companies Act, 1949. Now 
exchange banks are also rcgnlarly inspected by the Reserve Bank 
of India and they cannot carry on banking business in India unless 
they obtained a licence from the Resen'e Bank of India on fulfil- 
ment of the conditions set out in section 22(3) of the Banking 
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Companies Act. Apart from the question of sound banking, the 
Reserve Bank is also to satisfy itself before granting a licence to 
an exchange bank that the Government and law of the country 
in which it is incorporated do not discriminate in any way against 
banking companies registered in India. If any of the conditions 
is not fulfilled, the Reserve Bank has the right to cancel the licence 
to carry on banking business in India and as a matter of fact, the 
Reserve Bank actually refused the licence to a Portuguese bank 
to carry on banking business in India a few years back. 

In terms of the provisions of section 11 of the Banking Com- 
panies Act, 1949 an exchange bank incorporated outside India is 
required to have an aggregate value of paid-up capital and reserves 
not less than Rs. 15 lakhs and if it has a place or places of busi- 
ness in the City of Bombay or Calcutta or both Rs. 20 lakhs. 
Moreover, it is also required to keep deposited with the Reserve 
Bank an amount not less than the minimum prescribed as above 
either in cash or unencumbered Government securities or partly 
in cash and partly in Government securities. This amount shall, 
in the event of the company ceasing for any reason to carry on 
banking business, be an asset on which the claims of aU the credi- 
tors of the banks in India shall be a first charge. Again in order 
to prevent the flight of capital abroad it has been provided in 
section 25 of the Banking Companies Act that the assets of every 
banking company including the exchange banks shall not be less 
than 75 per cent of its demand and time liabilities at the close 
of the last working day of every quarter. Besides these, exchange 
banks are required to prepare their balance sheets and profit and 
loss accounts in respect of their business in India in terms of section 
29 of the Banking Companies Act. The extent of their total busi- 
ness in India can be gauged from the statistics given below : 

(In lakhs of rupees) 


Year 

Deposits 

Investments 
in Govt, 
securities 

Loans and 
advances 

Bills dis- 
counted and 
purchased 

Net 

profit 

1949 

165,88 

49,15 

105,61 

16,49 

2,24 

1950 

174,16 

48,33 

112,73 

23,01 

2,09 

1951 

169,84 

45,16 

148,69 

2S,83 

3,14 

1952 

176,50 

43,34 

131,00 

19,31 

1,87 

1953 

165,84 

45,97 

110,71 

20,44 

1,39 

1954 

178,49 

46,39 

124,94 

2S,75 

1,25 
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’ (In lakhs of rupees^ 


Year 

Deposits 

Investments 
in Govt, 
securities 

loans and 
advances 

Bills dis- 
counted and 
purchased 

Net 

profit 

1955 

195,13 

46,01 

141,79 

31,88 

1,68 

1956 

187,54 

39,27 

161,22 

40,64 

1,66 

1957 

204,14 

38,91 

143,87 

50,42 

1,92 

I95S 

195,76 

44,74 

134,73 

25,36 

1,03 

1959 

226,21 

42,93 

140,99 

30,10 

1,29 

1960 

238,95 

39,82 

176,33 

34,84 

^ 2,15 


Indian Joint-Stock Banks 

The Allahabad Bank Ltd., the Bank of India Ltd., the Bank 
of Baroda Ltd., the Central Bank of India Ltd., and the Punjab 
National Bank Ltd., are popularly called the "Big Five" of 
India. 

The Bank of India A\’as registered in Bombay in the year 1906 
during the time of the Svjadeshi movement vnth a capital of 
Rs. 50 lacs. Since its registration the Bank is fortunate in com- 
manding unimpeachable credit and untarnished reputation in the 
sphere of banking in India. It followed the traditional policy of 
commercial banking on the model of English banking and adopted 
all through a conservative and extremely cautious policy. Till 
1927 it had no branch office, even though its capital, reserves and 
deposits exceeded at the time Rs. 5 crores. In 1938 it had only 
16 branches. Of all Indian Banks, it had its first office in 
London, primarily intended for financing India’s foreign trade. 
From this it appears that the Bank has since discarded the ultra- 
conservative policy and embarked upon activities of expansion. 
At the outset the Bank used not to make any advance against 
shares or mortgage. Later on in 1911 it reoriented its policy and 
now makes such advances on a restricted scale. The Bank 
possesses three special features, viz., fe^vness of its branches, con- 
centration in urban and industrial centres, and highly liquid posi- 
tion. Naturally it is not surprising that it can work on a low 
expense ratio as compared with other leading joint-stock banks. 
In recent years this bank has considerably increased the number 
of its branches and has also opened offices abroad. Its deposits 
as at the end of 1960 stand at Rs. 106.63 crores and the number 
of branches is 53. 
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The Central Bank of India was started in 1911 under the able 
guidance of Late Sir Sorabji Pochkanwalla. The histoty of this 
largest joint-stock bank of India has passed into the legend of 
romance in banldng. The bank had an eventful career and had 
to steer clear of multitudes of difficulhes interposed by so-called 
“credit-wreckers”. Through the dash and genius of Sir Sorab] 
the bank had emerged in flying colours out of many ordeds. T 
amalgamation of the Tata Industrial Bank mth the Central Bank 
in 1923 was virtually the corner-stone of the latter s unique posi 
tion. With that amalgamation the capital and reserves of the banlc 
rose from Rs. 80 lacs in December, 1922 to Rs. 26S lacs m Decem- 
ber, 1923. The deposits also marked, as a result, a nse txom 
Rs. 14 crores to Rs. 18 crores. Unlike the Bank of India it vigor- 
ously pursued branch expansion policy and its number of ^ ranc es 
stands over 300. It was the first Indian bank to open its office 
in London, which had unfortunately to be closed in 1934. It 
since been reopened. The Central Bank now claims to be me 
largest joint-stock bank in India with deposits at Rs. 195-62 crores 
as at the end of 1960. 


Punjab National Bank Ltd. 

It was started in 1896 with a capital of Rs. 41,000/- only and 
deposits of about Rs. U lacs. Gradually its deposits 
Rs. 1 crorq after the first flush of the Swadeshi movement m 1910 
and its paid-up capital and reserves were well over 15 lacs. 
The Bank successfully withstood the bank crisis during 1913- , 
although its deposits declined from Rs. 147 lacs in 19^2 o 
Rs. 77 lacs in 1914. The bank then set itself to ffie ° 
retrieving its old position and by 1916 its deposits again excee e 
the mark of Rs. 1 crore. After the depression of 1930 the average 
deposits were maintained at the level of Rs. 7 crores. In Janua^, 
1940 the Bank absorbed a scheduled bank named 
Bank Ltd. In the year 1938 the bank had 38 branches. ^ 

Bharat Bank Ltd. has been partially merged with it, n^ er 
of its branches has further increased. It has deposits at . 
crores and the number of branches at 394 as at the end o 19 
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Allahabad Bank Ltd. 

The Allahabad Bank is one of the oldest joint-stock banks in 
India. It was registered in Allahabad in 1865 a capital of 
Rs. 1-9 lacs. By 1900 its paid-up capital rose to Rs. 10 lacs and 
its deposits exceeded Rs. 2 crores. All along it adopted a cautious 
policy of expansion. By 1938 its number of branches was 56, 
largely concentrated in U.P. and the Punjab. In 1922 the Bank 
was affiliated to the P & 0 Banking Corporation and later on that 
affiliation was transferred to the Chartered Bank of India, 
Australia & China, which in 1927 held the major bulk of the shares 
of the P & O Banking Corporation and finally absorbed the latter 
in 1938-39. The bank, since its inception, was never free from the 
influence of the Europeans. As at the end of 1960, its total deposits 
amount to Rs. 50"80 crores and the number of branches is 88. 

Ba-nk of Baroda Limited 

The Bank of Baroda was established in 1909 under the 
patronage of the Baroda State. During World War I its deposits 
exceeded Rs. 1 crore and in 1920 reached the peak of over Rs. 5 
crores. In 1938 its number of branches was 23, mostly concen- 
trated in Gujrat and Kathiawar. By 1960 the bank has opened a 
number of branches in different parts of the country as well as 
abroad. The total number of such branches is 88 and its deposits 
aggregate Rs. 84.96 crores as at the end of 1960. 

War Time Trend in Indian Banking 

It rvill be worth-while to take stock of the banking progress 
daring the war time. The direct effect of the last war (1939) w'as 
> a considerable expansion of bank deposits which will be evident 
from the figures given below : 

IkDIAN SCHEDOtED BANKS 





(In hes of lupets) 






193940 

ISiMI 

19U42 

ISI243 

imM 

193443 

I93S45 

193647 

XiaViHtiiW 

Tirse 

130-63 

)63-90 

2II3S 

503 2S 

33663 

381 SO 

633 SS 

72333 

UablUtie* 

IC663 

1MS4 

10761 

10321 

132 7S 

m 12 

25332 

32311 



JKDWS' JOINT-STOCK BANKS 


255 


It wIU appear tliat the increase was refledod mostly in the 
demand iiabilitics in comparison with time liabilities. This 
shows liquidity-preference on tlie part of the depositors. Tliis is 
a striking contrast with the tend in deposits of Indian banks during 
1920-29, ’When the time liabilities exhibited a relative increase in 
comparison with the demand liabilities. This remarkable shift from 
time deposits to demand deposits arises from a variety of factors. 
vis., overall preference for liquidity, low interest on time deposits, 
war-time controls and rationing, bringing about a significant dcdinc 
in the velocity of circulation of money leading to the accumulation 
of idle funds in the hands of the consumers and business men, etc. 
But a marked departure was noticed from tlic above trend during 
1947, rvhen time deposits rose relatively to demand deposits as will 
be perceptible from the statistics given below: 


Trfnj) of Ba.vkisc xn 11)47 
(In crores o£ rupees) 

Changes in 



28-I2-4S 

6-12-46 

6-12-47 

1940 

1947 

Demand Deposits 

... 072-57 

738-08 

734-02 

-(-£5-51 

-3-40 

Time Deposits 

... 2S0-26 

330-91 

342-63 

05 

11*72 

Total Deposits 

... 952-S3 

1,008-99 

1,077-25 

J- 116-16 

+ 8-26 

Cash in Hand 

... 42 39 

42-33 

40 45 

-0-00 

-I -88 

Balance with Reserve Bank 78-44 

81-29 

11317 

•f 2-85 

-f31-88 

Total Cash 

... 120-83 

123-02 

153-62 

-i-2-79 

+ 30 00 

(a) Advances 

... 302-89 

423 SO 

403-88 

■f 120-99 

-19 98 

(6) Bills ... 

... 24-30 

22-79 

17-83 

-1-61 

-4-96 

Total of (a) & (fc) 

... 327-19 

446-65 

421-71 

-H19-66 

-24-94 

Estimated Investments 

... 504-81 

498-72 

501-92 

-0-09 

+ 2-80 


Katio to Deposits of Cash 12-7 11-6 14-3 

Advances and Bills ... 34-3 41-9 39*2 

Investments ... ... S3 0 46-6 4G-6 

N.B. Highest Levels Touched during the year 1947 were. 

Demand deposits: Rs. 738-81 crores in 17/1 (Rs. 767-90 
crores on 22-11-46). 

Time deposits: Rs. 350-36 crores on 16/5 (Rs. 330-95 
crores on 27-12-46). 
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Cash in hand; Rs. 4S-5^ crores on 3/1 (Rs. 43-04 crores 
on 15-11-56). 

Balance with the Reserve Bank: Rs. 121-16 crores on 29/8 
(Rs. 109-35 crores on 5-7-46). 

Advances and bills: Rs. 492-17 crores on 28/3 (Rs. 446-65 
crores on 6-12-46). Figures within brackets relate to the 
corresponding position in the previous year. 

From the above table it will appear that total deposits marked ■ 
a negligible rise of Rs. 9 crores only. It was expected that due 
to the reduction of Government expenditures on the cessation of 
hostilities, deposits would tend to decline and actually there was 
the decline. But this decline indicates that fresh savings ha%'e 
not been formed on account of a variety of causes, like fall in 
production accompanied by a declining profit, increase of taxation, 
spiral of rising prices and high cost of living, and the transfer of 
capital to the United Kingdom. The increase in time deposits and 
the comparative decline in demand deposits will, on the face of it, 
suggest that liquidity-preference has waned but the real fact is that 
a large secb'on of investors disposed of their holdings in equities 
and gilt-edged securities for lack of confidence and kept their funds 
in fixed deposit with the bank, usually for a short period. During 
the first five months of the year 1947, demand deposits suffered a 
progressively sharp fall from Rs. 738-81 crores to Ifc. 664-50 crores 
— a drop of Rs. 74-31 crores. This is explained by the fact that 
much fund got an outlet for purchases of imports, which were 
so long restricted, but permitted at that time. Besides this, large 
transfers of funds to foreign markets took place owing to a 
speculation about the probable depreciation in the value of the 
rupee and the possibility of a ban on capital transfers. But in the 
2nd half of the year (1947). the fall in dem<and deposits was 
recouped, as those deporits .shot up to Rs. 734-62 crores on the 
5th December, 1947, showing a rise of Rs. 79 crores. Such a 
recovery is explained by the imposition of restrictions on imports 
once again, releasing of mdney which got blocked np in stocks due 
to restricted rnovcmejjts It is held in some quarters that the total 
dtporite '..T-uld have sufiered a sct-back in tljc year 1947 but for 
j the dquidaiion of the mvestment by ih*- general public and instHu- 
tional invcctOTc. 
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'Advances and Biixs 

An analysis of the scheduled banks' advances and discounts 
will show their irregular and erratic behaviour, influenced as those 
were by seasonal factors and war developments. 


193S-39 


Percentage to Total 
& Discounts 
(in lacs of rupees) 
120 71 

Total Advances 
Liabilities 

50-75 

1939-40 


131-14 

53-38 

1940-41 

,,, 

125-97 

46 86 

1941-42 


125-13 

39 23 

1942-43 

• *« 

97 86 

23 S3 

1943-44 


161 73 

26 98 

1944-45 

, , 

235 38 

30 22 

1945-46 


301-12 

32 94 

1946-47 

• • » 

427-71 

42 79 

A declining 

tendency in discounts and advances is perceptibl 


from the above figures but there was a steady recovery after 1943.' 
The upward trend in advances and discounts was maintained till 
the first quarter of 1947, when there was a great demand for funds 
for meeting interest requirements, supported by a high level of 
activity in imports. Moreover, funds were needed for paying taxes, 
dividends, and bonuses to staff. Thus advances rose to 3^. 492-17 
crores by the end of March, 1947, whereafter they began to decline 
until they touched the year's lowest level of Ks. 413-02 crores in 
the second week of October, 1947. Again they rose to Rs. 425-61 
crores by the 5th December, 1947. Anyway, the advances and 
discounts showed a fall of Rs. 25 crores compared with those of the 
previous year. Still the higher volume of advances may be attri- 
hutable to the high price level prevafling during the year and the 
demand for a larger volume of finance for a limited quantity of 
goods. The decline in advances towards the latter part of 1947 is 
attributable, to a great extent, to the curtailment of fresh commit- 
ments, withdrawal of old credit as a precautionary' measure in view 
of tlic grave political uncertainties of the country. 

Cash', As contrasted with the steady maintenance of cash 
ratio by London Clearing and Canadian Banks, Indian scheduled 
banks liad to work on -a higher cash basis, which widened from 
^•88% in 1939-40 to 14-96%' in 1944-45. 

17 
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1939-10 1940-41 1941-42 1942-43 1943-44 1941-45 194S-4G 1949-47 

9 98% 16 68% 14 58% 16 73% 14 05% 14-96% 13 64% 11-67% 

The maintenance of a liish cash ratio ivas necessitated because 
of a sense of uncertainty and nervousness prevailing in the 
country on account of the menacing communal disturbances. In 
August, 1947, the casJi ratio of b.a»ks was as bigb as 

which reached the highest peak of 15-fil®o on the 29th August, 

1947. But as the political tension ceased to some extent, strictness 
in the observance of caution v.as partly relaxed and the casb 
position came to 14-3% towards the end of 1947, as contrasted xvifh 
11% a year ago. 

Invcshncnis'. An idea c.in be formed of the behaviour of 
bank investments in India from the table given beloxv : 






(In l.acs of Rupees) 


193S 

1941 

1942 

1943 

1944 

194S 

Iinperht Banks 

43-72 

64-39 

110 42 

130 20 

146 63 

154-13 

OUier scheduled 

banks 

Non-scheduled hanks 

39-63 

68-52 

101-77 

157-02 

231-41 

278 52 

(witli capital and 
rcsen'(-s of Rs. 1 

lac & over) 

3-41 

5-80 

8-32 

10-04 

1656 

27 66 


86-76 

128-71 

226-51 

827-26 

396-60 

460-36 


Although the total investments increased, the ratio of invest- 
ments to deposits fell from 59-3% in 1942 to 53% in 1943 and the 
tendency of decline persisted till 1947, 

Ratio of Investmcots to Totat Deposits or tue above 
Three Tvpes or Banks 

1938 1941 1942 1943 1944 1945 1946 1947 

(6th Dec.) (5th Dec.) 

46-1% 49 9% 59-3% 53-0% 53 6% 51-6% 46-6% 46-6% 

On the whole, the Indian banks stood up to the shocks of 
war and the post-war repercussions admirably well. The crash 
in the stock exchange precipitated the elimination of some weaker 
banks. Many non-scheduled banks had to succumb to the stock 
exchange crash and the politicM uncertainties of the countiy. There 
was a heavy mortality of these non-scheduled banks in Bengal 
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during the year 1947. As pointed out by the Governor of the 
Reserve Bank of India, most of the trouble of these non-scheduled 
banks was largely due to “mismanagement, indiscriminate opening 
of too many small branches, reckless lending operations, speculative 
operations on the stock exchange and lack of properly trained 
personnel”. The Reserve Bank of India showed an accommodating 
spirit this time by an open declaration of its readiness to purchase 
from the 'banks in trouble their Government securities. Moreover, 
the Reserve Bank helped in averting a banking crisis in November, 
1949, in Calcutta by a timely clarification of some misconceptions 
that lingered in the niinds of the public. Moreover, the assump- 
tion of certain powers by the Reserve Bank of India under Banking 
Companies (Inspection) Ordinance, 1946, and the Banking Com- 
panies (Restriction of Branches) Act, 1946, produced salutary 
effects on the development of banking on sound and safe lines. 
The latter Act succeeded in checking indiscriminate opening of 
branches, as will be clear from the table given below: 

Branches of Scheduled Banks (including H. O., Pay-Offices 

AND SUB-OmCES) 



30-9-47 

30-6-47 

31-3-47 

31-12-46 

30-9-56 

Imperial Bank 

444 

447 

446 

445 

438 

Big Five in India ..5 

779 

, 779 

783 

779 

712 

Exchange Banks 

SO 

80 

88 

87 

87 

Other Scheduled Banks 

2,223 

2,253 

2,259 

2,239 

2,071 


3,526 

3,539 

3,576 

3,550 

3,308 


Up to June, 1947, applications were made to the Reserve Bank 
of India for opening 143 new branches and for shifting the location 
of 84 existing branches. But the Reserve Bank of India gave 
licence for opening only 84 new branches and for shifting the 
location of 79 existing branches. The power of inspection of any 
bank by the Reserve Bank of India will, it is believed, eradicate 
some of the undesirable tendencies that have grown up in banking 
in India. It has been pointed out by Sir C. D. Deshmukh that 
some banks have developed a tendency of acquiring non-banking 
companies by purchasing their shares at an inflated price regardless 
of their possible adverse repercussions on their financial position. 
Allied to this is the growing propensity of interlocking of interests 
and directorate between banks and other business undertakings. 
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Such a tendency should be deprecated by all means, as it serv^ 
the private ends 'of the management, contrary to the interests of 
the institution. Moreover, manj' banks are prone to open branches 
indiscriminately without careful preliminary prospecting in each 
case in the light of existing banking facilities, the size of available 
business and the likely changes therein and reasonable earnings. 
This leads to a quest for deposits at a disproportionately high rate, 
which strikes at the root of safe banking. Branch-banking is 
possible provided there is an adequate supply of trained personnel. 
But in &e present circumstances, trained personnel has become 
limited in supply. Naturally, branch banking with untrained 
personnel must be fraught with heavy risks. 

Another disquieting feature which was pointed out by the 
Reserve Bank of India in the sphere of banking was that the invest- 
ments of Indian scheduled banks, excluding the Imperial Bank of 
India, the Exchange Banks and some of the bigger scheduled hanks, 
were not properly balanced and they included a very high per- 
centage of securities maturing after 10 years. The percentage of 
securities matiudng wthin 10 years was only 12 per cent, 
while the percentages of securities maturing within ten to fifteen 
years and after fifteen years were 31 and 57 respectively at the' 
end of 1946. It has been stated that the demand liabilities of 
Indian banks being higher than time liabilities, banks holding such 
long-term securities may have to face difficultj’’ in disposing of these 
securities to meet withdrawal of deposits. So it has been suggested 
by the Reserve Bank of India that banks which already had follow- 
ed a wrong policy during the past should gradually reduce their 
long-term securities so that they do not disturb the Government 
securities market and are able to spread losses, if any, over a period 
of time. "A balanced maturity distribution of Government secu- 
rities is a feature of the banking practice of well-managed banks 
all,over the world and banks in India will do well to adopt such 
a policy as and when circumstances permit, in their own interests, 
if not for the safety of the banking system and the health of the 
money market.” (C. D. Deshmukh) 

Many banks are found adopting the practice of excessive 
"window-dressing” which should be discarded for the sake olsound 
bankmg. Even the English banks, which so long took to vvindow- 
dressing, have since decided to abandon this malpractice. If our 



261 


' INDIAN JOINT-STOCK BANKS, 

Indian banks discard these malpractices, proceed on lines of caution 
without being influenced by the ^"gct-rich-quick-policy”, build up 
an adequate number of trained- personnel, consolidate the gains 
already achieved during the war instead of further expansion, which ' 
will become unwieldy in management, avoid speculative dealings 
in stock-exchange securities and confine themselves to pursuit of 
sound and safe policies, they will be able to steer clear of the im- 
certainties of the post-war period and establish themselves firmly 
in the' near future. The Reserve Bank of India has already 
declared that it will be always agreeable to come to the aid of 
banks which become involved in difficulties which are not of their 
own making. It is believed that such a helpful attitude on the 
part of the Reserve Bank will pave the way for the establishment 
of Indian banking on a stable basis. 

Post-war Trend in Indian Banking 


The following table brings out the main trends in scheduled 
bank credit and relative items during the year 1948-51 : — 


(In crores o£ rupees) 
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915-86 

9‘7 
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261-42 

854-80 

10-3 

616-26 
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Deposits — Half-yearly surveys of ownership of deposits of 
scheduled banks disclosed that total deposits increased from 
Rs. 840 crores as at the end of June 1950 to Rs. 850 crores at the 
end of December 1950 as against Rs. 826 crores at the end of 1949. 
The relative importance of demand, savings and time deposits 
remained almost unaffected during the year, their respective pro- 
portion to total deposits standing at 57, 16 and 27 per cent at the 
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close of the year. The pattern of ownership of the various types 
of deposits also showed a little change. Personal deposits continued 
to predominate in respect of savings as well as time deposits, 

• accounting for 96 per cent of the former and 57 per cent of the 
latter as on the 31st December 1950. The bulk of demand deposits 
continued to be business deposits ; as a percentage of total demand 
deposits they rose from 50-9 at the end of June 1950 to 52-4 at the 
end of December 1950 ; personal deposits declined from 29 per 
cent to 27'5 per cent of total demand deposits. 

Investments. — Half-yearly surveys of investments diow'ed that 
total investments of scheduled banks rose from Rs. 403 crores at 
the end of December 1949 to Rs. 416 crores at the end of December 
1950, the rise being confined to the latter half of the year. Invest- 
ments' in Government securities remained around 88 per cent of 
the total at the end of both the half-years. The proportion of long- 
dateds (maturing after 15 years) and medium-dateds (maturing 
betw'een 5 and 15 years) in the portfolio of Government securities 
dedined from 17 per cent and 56 per cent respectively at the end 
of June 1950 to 15 per cent and 52 per cent respectively at the 
end of December 1950 and that of short-dateds rose from 26 per 
cent to 33 per cent. The proportion of total investments in 
shares and debentures, other trustee securities, foreign invest- 
ments and ‘others' remained almost unchanged at about 3, 2, 
5 and 2'_per cent respectively at the end of both the half-yearly 
periods. 

Advances . — ^Quarterly surveys of advances of scheduled banks, 
by purpose and by the nature of the security offered, showed that 
movements in advances mainly reflected seasonal trends m the 
demand for bank credit. The Table below gives the distribution 
of scheduled bank advances according to purpose. 
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Advances to the cotton textile industry represented 8*3% 
of the total advances at the end of 1930 as against 6-6% 
at the end of ,1949, and advances to the sugar industry ranged 
hetween 2 per cent and 5 per cent during tlie year. Advances 
to wholesale traders in agricultural commodities showed a pro- 
nounced seasonal variation ranging between 15% of the total 
advances at tlie end of June and 11% at the end of Septem- 
ber ; similarly, advances to banks and other financial institu- 
tions rose from 8-3% of the total advances at the end of 
December, 1949 to 7-2% at the end of March and declined to 7 -0% 
at the end of June, at which level they remained for the rest of 
the year. 

Advances against Government and tnistce securities declined 
from 11.5% of the total advances at the end of 1949 to 9-5% at the 
end of 1950 ; advances against shares and real estate show'ed a 
decline from 12-0% and 5-2% respectively, to 11'2% and 4-7%. 
On the other hand, advances against merchandise, which continued 
to form the bulk of scheduled bank credit, increased from 40-5% 
to 44-7% during the year, and advances against bullion rose from 
2-2 to 3-1 per cent. The proportion of secured advances stood 
lower at 85-7% at the end of 1950 as against 86-6% at the end 
of 1949. 

Non-Scheduled Banks . — ^The total deposits of non-scheduled 
banks fell from Rs. 40 crores at the end of December, 1949 to 
Rs. 35 crores at the end of Febniary, 1950 and rose to Rs. 39 crores 
by the end of June ; they remained at about Rs. 38 crores till 
November and closed for the year at Rs. 37 crores. Cash balances 
of non-scheduled banks stood at Rs. 3-6 crores at the end of Decem- 
ber, 1950. The cash ratio generally remained at around 8-9%. 
Loans and advances stood at Rs. 28-4 crores in December, 1950 
as against Rs. 30-4 crores in December, 1949. Their ratio of total 
deposits remained unchanged at 76% as at the close of both years. 
It would appear that the proportion of time deposits, which conti- 
nued to account for tire bulk of total deposits, tended to rise 
progressively standing at 59-l% at the end of December, 1950 as 
against 52-9% at the end of 1949 ; correspondingly demand and 
savings deposits shorved a downward trend. The bulk of demand 
deposits, amounting to more than 50% of the total, continued to 
be held in business in 1950, though their proportion to the total 
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tended to be downward ; m contrast, personal deposits which 
accounted for more than a quarter, tended to rise. Personal owner- 
ship of savings and tune deposits rose to about S83^> and 70% of 
their respective totals. Ownership of savings and time deposits by 
business averaged 7% and 22% respectively and the proportion 
tended to be downward. ‘ 

Half-yearly sample surveys of investments of non-scheduled 
banks showed that Government securities constituted about 79% 
of the total, which represents a slight rise during the year. As at 
the end of the year short-dated securities represented 16% of total 
holdings of Government securities, medium-dateds 45% and long 
dateds 38%. Shares and debentures averaged about 10% of total 
investments, "other trustee securities” somewhat more than 2%, 
fixed deposits 2% and others about 5%. The total advances of 
non-scheduled banks stood at Rs. 41-0 crores at the end of Decem- 
ber, 1950 as against Rs. 43*5 crores at the end of December, 1949. 
While industrial and personal and professional advances showed a 
downward trend, commercial, agricultural and other advances 
recorded an increase. Advances against Government and trustee 
securities accounted for less than 1% of the total advances as 
against about 10% in the case of scheduled banks. Advances against 
shares and merchandise declined and advances against real estate 
and bullion increased. Secured advances of non-scheduled banks 
declined from 79-1% at the end of December, 1949 to 77-9% at 
the end of 1950, the corresponding percentages for scheduled banks 
being 86-6 and S5-7 respectively. 

General observaltons . — ^Due to the impetus given by the war 
and post-war inflationary conditions, the resources of the banking 
companies have undergone a tremendous expansion, their invest- 
ments, advances and also branches showing a phenomenal rise. 
The first set-back occurred with the partition of the country in 1947 . 
The disturbances preceding and following partition dislocated the 
w'orking of some banking companies operating in the affected areas 
of the Punjab and Dengal and crippled many others. A consider- 
able portion of their assets had perforce to be left in Pakistan with 
the result that their creditors who had migrated to India were put 
to inconvenience. A number of banking companies had to suspend 
payment and later to adopt schemes of arrangement. The re^'=a- 
tion of the assets presented a number of problems as no satisfactory 
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arrangcniCTit for the mutual tnvn*;fcr of as^ct"' and liabilities bchvccU 
the two rountries could "be arrived al and the results of the Intor- 
Bominion agreement on BanWng are not noteworthy. The war- 
time expansionist phase of Indian Iranking is now on the wane. 
To play tlieir rightful part in the development of the country's 
economy, it is necessary that Indian banks should devote greater 
attention to the consolidation of their resources and to the budding 
up of sound banking traditions. 

The year 1955 was significant not only for tire increased 
volume of banking business but also for the nromentons and far- 
reaching organisational changes that occurred in the banking sector. 
Steps were taken to ensure wider banking facilities and to strengthen 
the banking structure so as to equip it belter for its important 
role in coming years in the finance of diverse fonns of economic 
activity. 

Over 1955, scheduled bank credit expanded by Rs. 80 crorcs, 
as against an increase of Rs. 57 crorcs in 1954 and a fall of Rs. 10 
crores in 1953. The expansion of bank credit in the busy season 
of 1954-55 at Rs. 107 crorcs was lower by Rs. 5 crores than in the 
busy season of 1953-54. What was of greater interest, however, 
was that in the ensuing slack season, the return of funds to the 
banking system was no more than Rs. 32 crorcs which meant that 
well over two-thirds of the total credit made available earlier, 
remained in the pipe line. 

The resources position of the Indian banking system was fairly 
comfortable. In 1955, in continuation of the trend in the two 
preceding years, the deposits of scheduled banks increased by 
Rs. 91 crores to Rs. 1,013 crores, passing the Rs. 1.000 crore level 
for the first time in seven years. An interesting feature as regards 
the Reserve Bank's lending has been that while hitherto the Indian 
banks had been the main borrowers under flie Bill Market Scheme, 
in 1955, exchange banlcs also exhibited considerable interest in 
the Scheme. 

Over the year, the relatively larger increase in bank deposits 
than in bank credit and tlie reduction of cash reserves helped 
scheduled banks to add to their investment portfolios by as much 
as Rs. 42 crores. The profit and loss accounts of 18 larger Indian 
scheduled banks showed that during 1955 their gross earnings regis- 
tered a rise of Rs. 3-8 crores to Rs. 85-0 crores, over three-fifths 
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(Rs. 2-4 crores) of this being accounted for by the rise in 
interest and discount earned. Total expenses also rose agni- 
ficantly — ^by Rs. 3-4 crores, more than one-third of which was 
made up of an increase in interest paid on deposits, borrow- 
ings etc. Net profits, therefore, went up by Rs. 0-4 crore to 
Rs. 5-7 crores. 

Since then the deposits of the scheduled banks in India have 
considerably increased. Their deposits have risen to Rs. 1,953 
crores and the number of their offices has gone up to 4,149- hi 
addition, they have opened as many as 97 branches in foreign 
countries. The investments of these scheduled banks in Govern- 
ment securities aggregate Rs. 628 crores and their loans and ad- 
vances (including bills discounted and purchased) stand at Rs. 1,217 
crores as at the end of 1960. "Cash reserves of scheduled banks 
had reached the height of Rs. 172 crores on July 15, 1960 with the 
cash ratio rising to 8-8%. At the end of June 19S1, the reserves 
stood at Rs. 145 crores and the cash ratio at 7-5% as compared to 
7-9% a year before. The excessive strain on resources resulted 
in a larger resort by banks to the Reserve Bank, degiite the intro- 
duction of the system of slab rates on October 1, 1960". (Report 
of the Reserve Bank's Central Board of Directors for the year 
ended June 30, 1961). 

The total number of banks which have been granted licences 
is 65 at the end of June 1961 . The deposits of these banks together 
with the deposits of the State Bank of India and its subsidiaries 
which do not require a licence, constitute about 96% of the total 
deposits of all scheduled and non-scheduled banks operating in 
India. __ 

An analysis of the Profit and Loss Accounts of 26 large Indian 
scheduled banks for the year 1960 showed an appreciable rise in 
their net profits over the preceding year. During the year the net 
profit went up to Rs. 9-2 crores showing a rise nf Rs. 1-8 crores 
Or nearly 25% over 1959. Gross earnings (largely made up of 
interest and discount) increased by Rs. 7 crores to Rs. 75-8 crores ; 
the rise was Rs. 7-3 crores in 1959. Obviously gross earnings 
should have risen higher in 1960 than in 1959 consequent 
on a rise in both the level of credit and in the binding rates of 
banks (Source; Trend and Progress of Banking in India during 
the year 1960). 
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Reservc Basic's SuGCtsTioi^s roB Strengtheking the 
Banking System 

(i) Some of the directors of banking companies lack the 
' knowledge and experience necessary for the exercise of adequate 
supervision over the activities of the chief executive officers, which 
enables these officers to exercise wide jxjwcrs while making invest- 
ments and advances. In a few cases, the system of internal audit 
and inspection was found to be defective. Some banking com- 
panies were in the habit of declaring dividends without making 
adequate provision for bad and doubtful debts, depreciation in 
investments and other unrealisable assets etc. 

(ti) Investment policy ^In the case of some banking com- 

panies investments in Government securities were low in proportion 
to their resources while in a few cases frequent borrowing reduced 
the liquidity ratio. Some banks held shares of companies in which 
some of the directors were interested and also shares which were 
not readilj' marketable. 

(m) Lending policy — ^The advances of some of the banks 
were entirely out of proportion to their resources and in a few 
cases clean advances preponderated, while the machineiy for 
investigating the creditworthiness of the borrowers was defective. 
Some banks ignored the principle of diversification of risks. 

(»y) Branch Banking . — It was observed in the case of some 
of tlic banking companies that the system of supervision over 
branches was unsatisfactory, and regular returns of advances etc. 
were either not called for or not properly scrutinised at the head 
office. 

(y) Among the legislative provisions enacted for the improve- 
ment of banking conditions in India, the following may be 
mentioned : 

(a) The banking crisis in Bengal, following the Stock 
Exchange debacle in Calcutta, revealed that the provisions of the 
Reserv’e Bank of India Act, 1934 in regard to the grant of financial 
assistance to scheduled and non-scheduled banks in difficulties 
were not adequate to meet the situation. The Reserve Bank of 
India Act was, therefore, amended by means of an Ordinance. 
Even after the emergency was over, the pow'ers granted by the 
Ordinance were continued by an amendment of Section 18 of the 
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Reserve Bank of India Act. This step has enabled the Reserve 
Bank to assist a number of banlang companies in 1948, 1949 and 
1960. 

{b) The administration of the Banking Companies Act 
revealed that the provisions relating to liquidation and amalga- 
mation of banking companies were not adequate and the Baiiking 
Companies (Amendment) Ordmance, 1949 was promulgated for 
the speedy disposal of winding up proceedings. Provisions relating 
to the procedure for facilitating quick amalgamation between ^ 
banking companies were also incorporated in the Banking Com- 
panies (Amendment) Act, 1950. Subsequently, the Act has been 
further amended to simplify the liquidation proceedings, expedite 
payments, to small depositors and to bring about compulsory 
amalgamation in suitable cases. 

(ui) In the context of the Third Five-Year Plan, Indian 
banks have to shoulder greater responsibilities in the matter of 
providing increased finance to various enterprises and there will 
be a larger demand on their resources. The investment under 
the Third Plan is about 50% higher than of the Second Plan. 
Banks will, therefore, have to intensify their efforts to mobilise 
deposits and for this purpose, they may have to accelerate the 
expansion of their branches. There are about 1,400 townships 
where no banking facilities are available at present. There is thus 
scope for extension of the branch network in those areas. “The 
relatively higher rate of deposit growth of bank branches in centres 
with a population of less than 50,000 during the Second Plan period 
seems to suggest that there is a good deal of banking potential to 
be tapped in these centres, and the scope for e.xpansion continues 
to widen with the growth of economic activify.” Along with this, 
banks should build up sizeable capital funds, particularly through 
increase of their reserve funds and inner reserves from their current 
profits, besides issuing fresh capital whenever possible. In recent 
years, there has been a decline in the cash and liquidity ratios of 
banks. They should not allow further fall in the above ratios and 
make every possible endeavour to step up those ratios. To 
strengthen the banking system. The Reserve Bank intervenes to 
bring about compnlsorj' amalgamations of the weaker banks and 
the Deposit Insurance Corporation has also been sot up on the 
1st January 1962 to afford proteebon to the depositors up to certain 
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limits. These measures arc sure to restore public confidence in 
the banking system and stimulate a larger rale of deposit growlh. 

The inevitable growth in the scale of operations necessitates 
further specialisation of banking functions, their proper co-ordina- 
tion as well as diversification in the avenues and techniques of 
lending. This will invariably involve proper training of tire bank 
staK to meet the challenge of a developing economy. Banks should, 
therefore, pay greater attention to the intensive training of their 
staff by making suitable arrangements so that their plans for ex- 
pansion may go hand in hand with staff efficiency. It is gratifying 
to note that several banks have already made a move in this 
direction. 

"In tunc with tire rising requirements of a developing economy, 
banks would be called upon to extend a variety of services to enter 
to the varying needs of business and individuals. Banks have 
already ventured into the sphere of underwriting of new issues. 
They have also been instrumental in the conclusion of deferred 
pajnncnts agreements between the units in Indian industry and 
foreign collaborating firms. There are other directions in which 
banks can take the initiative. The small man in the coimliy does 
not enjoy adequate facilities for remittance and pajunents at 
reasonable cost. Banks may, therefore, consider the scope for a 
credit transfer scheme, even on a limited basis, on tlic lines of that 
introduced in the United Kingdom recently’’ (Source: Trend and 
Progress of Banking in India during the year 1960). The sugges- 
tion made in respect of cheap transfer facilities has been readily 
accepted by some lending banks in India. 

Cheap Money Policy and Banking 

JIuch controversy has, of late, brewn over the application of 
the cheap money policy and its continuance at the present stage. 
Usually, cheap money policy is pursued in time of depression to 
stimulate business activities, so that tlie business men may extend 
their business operations by borrowings at a cheap rate. In such 
a situation the Government intervene and bring about a reduction 
in the borrowing rate by open market operations, Supported by a 
certain amount of inflation. With the outbreak of war on 
September 3, 1939, the Government of India pressed into serv'ice 
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the cheap money policy to raise funds from the market to meet 
the ever-mounting war expenditures, supported by the control of 
capital issues and the enforcement of other forms of economic 
controls. Now as the war has ended, there has been a plea for 
not continuing the cheap money policy further, as its continuance, 
made so long possible under highly controlled conditions of war, 
will be fraught "with risks in the present transition of the country 
from war-time footing to peace-time economy. It is, no doubt, 
true that the Government of India will require huge funds at a 
low cost to execute the developmental and reconstruction projects 
in the post-war period, but the objective was sought to be achieved 
by Sir Archibald Rowlands, not in a slow degree by injecting low 
money rates into the economy, but at a rapid pace by a deliberate 
policy of cheaper money. This he tried to do by floating in the 
market new loans at a low rate in quick succession and by con- 
version of 3^%- undated loans into 2|% thirty-year loan or a 3% 
forty-year loan wth option to extend the date of repa}ment 
indefinitely. But the market conditions were not favourable for 
such a policy at that time. In the wake of the announcement of 
the 25 % loan repayable in 1960, came the Demonetisation 
Ordinance of January, 1946, which badly shook the financial 
market. Naturally, the loan failed to evoke ready response from 
the market. The 2i% 1961 loan issued in July, 1946, was a 
marked success, but the announcement of a second issue of the 
same loan without providing for sufficient time was a severe 
strain on the absorbing capacity of the market. In short, these 
new loans were floated in the market at such a time when the 
market -was not equally responsive, as the country was then 
suffering from the throes of political uncertainties and communal 
disturbances. 

As compared with the position in 1945, the investments of the 
banks in relation to deposits marked a decline from 53% to 46% 
in 1946. This shows that the banks’ dependency on Government 
as the principal source of outlet for their funds was reduced, as 
there was trade demand for bank fimds in other directions. The 
cheap money policy encroaches upon the income of the banldng 
system no doubt, but in India the reduced income derived from 
the low advance rate was compensated,' in most cases, by the 
appreciation of the value of Government securities in banks' port- 
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folios. Besides investments, the banks are to earn income by- 
advances and discounts. But this source remained unaffected by 
the Government’s bid for cheap money. In spite of the Govern- 
ment borrowing at a cheap rate, the business men had to pay 
high rates of interest for advances, as there was a marked rise in 
demand for bank advances. In 1945, banks’ advances and bills 
stood at Rs. 327 crores, while in 1946 those items rose up to 
Rs. 447 crores. This unmistakably points to the fact that the 
cheaper money has failed to percolate through banks to the 
business men. In spite of the reduction in the currency expansion, 
the bank deposits steadily rose. The net increase in the volume of 
money in circulation during" 1946 was more than Rs. 31.63 crores, 
while deposits increased by Rs. 116.16 crores during the same 
period. 

^ The Reserve Bank of India issued the following circular to aU 
banks wth a view to lending support to the cheap money policy: 

“As a result of the continuance of the cheap money policy 
followed by Government, it is expected that the rate of interest 
earned by scheduled banks on their investments will be lower 
than hitherto, though their total profits tnay not appreciably 
decline, since, as a result of the greater trade activity there 
may be a great demand for bank finance. It is also not likely 
that there will be any reduction in the near future in the cost 
of management of banks. In -view of this, it has been 
suggested to iis that the present is the time when scheduled 
banks may revise their rules of business so as to discontinue 
the payment of interest on current deposits and lower the rates 
of interest paid by them on savings and time deposits. The 
rates allowed by scheduled banks vary from place to place, 
and from bank to bank ; they also vary according to the 
period of the deposit. But the banks concerned are able to 
attract substantial deposits which would indicate that the rates 
of interest paid by tjiem do not directly affect the volume of 
their deposits. As in the case of the return on investments, 
it may be taken as a general proposition that fhe rate of 
interest paid by a bank on its deposits is in inverse proportion 
to its soundness. In progressive banking systems like 'the 
English or American, no interest is paid on current deposits 
and in fact a charge is imppsed on constituents for keeping 
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current accounts ; the rates paid by banks must depend on the 
development of banking habit but in the interest of the agri- 
cultural, commercial and industrial development in the 
countrj', it is desirable that the rates of interest charged by 
. banks be gradually reduced and if banking is to develop on 
sound lines even with a lowering of the rates for advances, it 
automatically follows that there should be a similar lowering 
in the rates of interest on deposits. The economic develop- 
ment being uneven in the various parts of the country, for 
instance, in the mofussh centres, it may not be possible to 
attract deposits if a uniform rate is adopted for the whole of 
India. There should, however, be no objection to uniform 
maximum rates for each centre to cut down uneconomic 
competition behveen banks.” 

Contrary to the intention of the Reserve Bank of India a large 
section of depositors still insists upon some return on the deposits 
and very few of them voll agree to a general reduction in the rate 
of interest. Many depositors consider interest on their deposits 
as a supplementary source of their income, and as such can hardly 
afford to forego interest on their deposits. Moreover, our banking 
standard has not attained so developed a form as can dispense 
with interest or reduce it, to an appreciable extent, ivithout choking 
the flow of new savings. 

The cheap money policy indirectly precipitated a boom in the 
Stock Exchange. With a gradually lower yield on Government 
securities, there was a perceptible tendency towards investments 
in stocks and shares giving higher returns. Thus while the 
Government were trying to neutralise the surplus spending power 
by cheap borrowings, they definitely encouraged the diversion of 
investible funds to stocks and shares whose yield was higher than 
the yield on Government securities. As a result the cheap money 
policy lost its efficacy in the whirlpool of turn opposite forces. It 
has been ri^tly said that the cheap money policy is a failure in 
India, as it transpires that there was neither a low borrowing rate 
for the business men, nor was there any stimulation of productive 
activities. At the present moment business enterprise is being 
held up on account or lack of capital goods and a cheaper money 
will hardly improve the position. In India the money market and 
the capital market are not well-integrated and closely correlated. 
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The influence of cheap money is felt mostly in the organized 
section of the money market, of which hanks are the chief com- 
ponents. The cheap supply of money in the organized money 
market has made but a little difference to the supply and cost of 
capital to small traders, business men and manufacturers. With 
the cessation of hostilities, the Govermnent withdrew from many 
spheres of business activities and allowed private enterprise to 
resume operations in those spheres. Naturally, the short-term 
money market w’as sevefely strained as finance had to be raised 
from the said money market to fulfil decontrol, disposals and free 
movements of goods and capital resources. Such a state led to 
the hardening of the interest rates and hampered the success of 
the cheap money poIicjA In the industrial sphere there is no lack 
of finance, as internal finance and excess profits tax refunds meet 
the immediate needs of industries for liquid capital. But the 
bottlenecks are — the scarcity of capital goods, technical personnel, 
unsatisfactory industrial relations and absence of a comprehensive 
and co-ordmated industrial or economic policy. So while 
production is gradually declining in view of the aforesaid bottle- 
necks, it will be unwise to complicate the situation by generating 
inflationary conditions by pursuit of the cheap money policy. It 
will rather be advisable to check inflation by controlling the 
money factor. 

Mr. Chintaman Deshmukh, the ex-Govemor of the Reserve 
Bank of India, made the following observations on the continuance 
of the cheap money policy ; 

"An aspect of war-time monetary policy which is likely 
to have a crucial significance for the future is that of cheap 
money. In India also during tlie years of the war, barring 
seasonal and regional fluctuations, the rates of interest on 
Government borrowings have steadily declined, although at' 
the same time it is true that the benefits of cheap money 
have yet to percolate to the same extent to the other 
sections of our economy, particularly agriculture. The war- 
time expansion of currency against the accumulation of 
sterling and the unprecedented grow’th in bank deposits 
combined with the absence of suitable channels of investments 
and the imposition of controls over capital issues have helped 
to bring down rates of interest on both long and short-term 
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borravnnfjs and Go*'er!im''t5t liavc !>>:«'. aide 4^ r:t1%<: nbr-at 
Ri. 1,204> c'on'i nl 3%, Tile Govcmnvnl of India have 

utiH'-'Vd this faa'oumbie padJion to pbn the cative'don c4 the 

31% Rupee paper and the iatc„t iloahuion of Govefnrnrnt has 
been a iS^ycar lean misM at On the t|c«-alif'U of U\t' 

j Uier Jida'antrs in tite direction of cheap money, opinion in the 
countries sceniv divided fj'jtween tnaintaming and con«^didaling 
the progrcs.=! so far adiievcd and taking it funher vrith. perhaps 
a fair dega-e ef unanimity against any reversal of the trend. 
Cheap Rtooey is cs'^^mtiai, apart from the ads-ant-ige to govern- 
msmt Ixirrowing, for the purpose of stimulating investment in 
the private sector in tire country’s economy embracing the 
’/aiious lonns of commercial, industtiai and agricaltmul enter- 
prise. It is, however, necessary that in its application to the 
different countries it should Iw differently adopted and the 
pace of its progress svill l\avc to be tempered to suit the condi- 
tions peculiar to each country. In India, whicli is cconortii- 
caliy backward, the percentage of savings to the total national 
income and the total available savings for investments are pro- 
portionally smaller than in the more mature industrial econo- 
mies and enforcing a given rate of interest will need, therefore, 
a much greater degree of interference with the market forces 
and the controls and restrictions would be modi larger in tlidr 
scope and intensity than those in the advanced western 
countries. For want of an efficient administrative machineiy' 
in the context of the loosely knit economy of India, controls 
have been far from successful during the war, and have led to 
charges of inefficiency and corruption from the public. 
Further, as I stated earlier, in our country cheap money has 
yet to percolate to the other sections of econojny for consoU- 
daiing the progress that has already been made/‘ 

There is a consensus of opinion amongst the economists and 
bankers that the policy of cheap money has been pushed too far 
and the time has come when, it should, for the time being, be dis- 
continued until the economic conditions of the country are stabi- 
lized. Recently there seems to have been a reversal of this policy. 
Effective from 15th November, 19S1, thoReser\’e Bank has, with 
the concurrence of the Central Government, raised the bank rate 
from 3% to 3J% with a view’ to curbing inflationary credit condi- 
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tions and has decided not to purchase securities from banks for the 
time being. Subsequently, it has been raised to 4%. 

With the raising of the Bank rate a dear money policy was 
initiated. With a view to making the new monetary policy 
effective, a fundamental change was made in the policy regarding 
provision of funds by the Reserve Bank to meet the requirements 
of the scheduled banks during the busy season. Simultaneously 
with tlie raising of the Bank rate, the Reserve Bank announced 
that during the ensuing busy season, it would, except in special 
circumstances, refrain from buying Government securities to meet 
the seasonal requirements of scheduled banks, but would, as a 
normal practice, advance money at the prevailing Bank rate on 
Government and other securities specified in Section 17 (4) (a) of 
the Reserve Bank of India Act. Thus the scheduled banks were 
not able to provide themselves rvith funds during the busy season 
by selling to the Bank Government .securities in their portfolio 
and, as a result, the market was not in a position to augment 
money supply freely even in the midst of inflationary pressures, 
a phenomenon which had been witnessed in most other countries, 
includmg the U.S.A., where interest rates were pegged at the 
comparatively low levels established during the war in pursuance 
of tire policy of cheap money. 

The immediate effects of the new monetary policy were a 
hardening of the structure of interest rates and a stoppage of the 
automatic expansion of liquidity in the system through the Reserve 
Bank’s purchase in the open market. 

Against the background of rapid economic development ini- 
tiated by the Five-Year Plans, opinions have been expressed in 
certain quarters that a lower Bank rate, by cheapening the cost 
of borrowing, would be more conducive to the needs of an expand- 
ing economy. Such an argument has some force in it but it loses 
sight of the long-term aspect of the problem. Increased spending 
in the wake of the Five-Year Plans will lead to an increase m the 
resources of the banking system which, if not properly regulated by 
various means of controls, may generate heavy inflationary pres- 
sures. In order to prevent the growth of such an economic mal- 
adjustment, a dear money policy is an essential prerequisite to 
the success of economic planning in India. 



CHAPTER IX 


CO-OPERATIVE BANKING AND 
AGRICULTURAL CREDIT 

The measuies for the rehabilitation of the co-operative movement 
in India have been discussed elaborately by the Agricultural , 
Credit Department of the Reserve Bank of India in several 
bulletins issued from time to time. Some indications as to the 
lines of improvement have been given by ns in the previous 
chapters. In this chapter vre shall be dealing with some of the 
essential features of the existing form of co-operative banking 
which is one of the constituents of the money market in India. 

If the position of the village credit societies is reviewed, Jt 
will appear that deposits from members constitute a small part of 
their total resources. In 1940-41 member-deposits formed only 
40% of the total working capital of the agricultural credit societies. 
Naturally it -wUl not be difficult to understand that because of the 
inadequate of lending resources, the credit supplied by the agri- 
cultural societies cannot claim to be sufficient. The village societies 
are, therefore, left with the alternative of replenishing their re- 
sources by borrowings from the Centra! and Provincial Co-operative 
Banks. As a result, these societies cannot stand on their ov<n 
legs and always have to depend on the crutches of help provided 
by the Central Banks. The position of such societies which re- 
main indebted always to the Central Banks, is like that of 
'societies in hospital'. In 1940-41 out of a total working capital 
of Rs. SO -53 lacs owned by the agricultural societies, more than 
Rs, IS'Sl lacs v,as provided by the Provincial and Central Banks. 

If these credit societies are to be made self-helping and 
self-supporting, member-deposits should be sufficiently increased 
to provide adequate credit to the agriculturists. Ne.vt. the credit 
societies should grant loans only for productive purposes, where- 
by the repajdng capacity of the bonov-ers is sufficiently augmented- 
"In India,” says Nr. Calvert, "the distinction has to be, not 
between productive and non-productive so much, as between 
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necessary and unnecessary purposes.” In India no systematic 
efforts have been made to ascertain the normal credit require- ^ 
ments oi the cuItivatoTS ior maintenance and expenses ot cultiva- 
tion. The average annual short-term and medium-term credit 
requirements of an agricultural family in Bengal have been esti- 
mated to be Rs. 160/- by the Bengal Banking Enquiry Committee, 
whereas even during prosperous years the average annual credit 
per member given by an agricultural primary society did not 
exceed Rs. 36-6. 

The agricultiual credit societies, whose deposits are short-term, 
must not invest tiiem for the provision of long-term finance. 
They should provide mainly short-term and medium-term finance. 
The main asset of a co-operative society is to be “the funded 
honesty of its members." Any lending policy, based on the 
material security in disregard of the character of the borrower, 
will not produce the desired results, as adequate insistence should 
be put on the fundamental principles of self-help, thrift and 
honesty. Next to this, there should be a proper enforcement of 
repayment. "Unless loans are repaid punctually,” wrote the 
Maclagan Committee, “co-operation is both financially and edu- 
cationally an illusion.” In 1936-37 about 50% of the loans of 
agricultural societies remained outstanding. The following figures 
are eloquent; (1936) 


Name of place 

Outstandings 
(lacs of Rupees) 

Overdue 

(lacs of Rupees) 

Percentage of 
overdues and 
outstandings 

Madras 

351'99 

162-07 

46-1 

Bombay 

247-36 

128-24 

51-8 

Bengal 

396-39 

345-80 

87-4 

U. P. 

75-91 

36-21 

47-7 

Bihar 

104-18 

96-40 . 

92-5 

Thus it will 

be revealed that most of the agricultural societies 


lie in a state of suspended animation. The problem is to unfreeze 
the movement and to reopen the stream of credit wisely. Credit 
dispensed should be adequate to prevent outside borrowing by 
members. This outside borrowing by members can be prevented 
by (a) the adoption of full finance by the credit societies, (6) the 
immediate expulsion from the society of any member who is 
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found to have borrowed from outside sources, (c) the control of 
money-lenders, and (d) the creation of a first charge on the pro- 
duce of members' holdings in favour of the agricultural credit 
societies. The supply of credit by the village credit societies can 
be quickened by the following methods: 

(а) the adoption of the system of forecast loans ; 

(б) the introduction of cultivation cash-credits ; 

(c) the prompt disposal of loan applications by the Central 
Banks and Provincial Banks. 

Central Banks " 

The Central banks have three important fimctions, viz., 
(a) they finance the primary societies in the area of their juris- 
diction, (b) they act as balancing centres for the primary societies, 
(c) they undertake the supervision of their constituent primary 
societies. In addition to these, the Central Banks issue, purchase, 
sell bills of exchange or hundis. In some provinces they make 
godown advances. 

'The working capital of the Central Banks is raised from 
(a) share capital, (6) reserv’e funds, (c) deposits from members 
and non-members, and (d) loans from provincial co-operative 
banks, other central banks, and joint-stock banks. "The achieve- 
ments of the Central Banks have been aptly described by the 
Madras Committee on Co-operation: 

"The Central Banks have served their purpose of financ- 
ing rural and urban societies ‘and balancing their funds 
admirably well ; they have mobilised local deposits and made 
them available to primary societies at reasonable rates 
of interest and have rendered great service in the organisation 
of agricultural finance on co-operative lines ; they have drawn 
into the movement a number of honorary men whose services 
have been invaluable to the progress of the co-operative 
movement ; they have taken a genuine interest, in the growth 
of the movement in their respective areas and in schemes of 
co-operative education and rural development generally ; they 
have enlisted the sympathy of an increasing body of deposi- 
tors, and, as a rule, have justified the confidence which the 
depositors have reposed in them." 
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But the policy of the Central Banks is not free from defects. 
WhUe granting credit to primary credit societies, the Central Banks 
do not always carefully examine the creditworthiness of those 
societies. The task of verification of credit is left to the super- 
visor, who cannot do proper justice to the job in view of the 
fact that he is to ascertain the property and debts of six to seven 
hundred members, on top of his other duties. The Central Banks 
are found sometimes making a curious amalgamation of long- and 
short-term loans, of which long-term loans stand high. As point- 
ed out by Dr. J. P. Niyogi, “instalments have been fixed with 
reference to the borrowings for long-term purposes even when the 
cultivators have applied for loans for such divergent purposes as 
cultivation expenses and the purchase of lands.” The Central 
Banks have since resolved to confine their activities to short-term 
loans. In many cases it has been found that the Central Banks 
have acted quite contrary to certain fundamental principles. As 
for example, reserve funds, which according to principle are 
inviolable, have often been utilised by the Central Banks as 
working capital. As a result the liquid position of many of the 
Central Banks was seriously impaired. It is essential that the 
reserve funds should be separated from the normal working 
capital and invested outside the movement as a bulwark of 
defence in times of emergency. The Central Banks w’ere hard hit 
by heavy outstandings and overdues, aggravated by a shrinkage 
in the income of the borrowers on account of the slump in agri- 
culture. The position may be retrieved to a certain extent by the 
observance of a cautious lending policy, the application of 
co-operative and banking principles and the adoption of effective 
supervision by the Central Banks. 

Provincial Co-operative Banks 

The hmctions of the provincial co-operative banks are 
fourfold ; 

(а) they act as bankers’ banks to the Central Banks in the 
districts ; 

(б) they form the connecting link between the money market 

and the co-operative movement ; , 

(c) they ensure co-ordination of effort and uniformity 
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debts Amongst the objects of the land mortgage banks will 

be included the improvement of agricultural lands and methods 
of cultivation. All loans to members of land mortgage banks will 
be secured on the mortgage of agricultural land and the bulk of 
working capital will be obtained by the issue of debentures secured 
on the mortgage. The Government of Madras undertook to 
subscribe to half of the issued debentures within a limit of 
Rs. 2^ lacs. The Townsend Committee on Co-operation examined 
in 1927-28 the position of the land mortgage banks and recom- 
mended the formation of a Central Land Mortgage Bank. Accord- 
ingly a Central Land Mortgage Bank was started in December, 
1929 in Madras wdth a view to co-ordinating the activities of the 
small land mortgage banks whose number will now exceed 100. 
The Madras Co-operative Land-Mortgage Bank Act, 1934, em- 
powers the Local Government to guarantee the debentures of the 
Central Land Mortgage Bank and removes certain legal disabilities 
of the Bank in its successful working. 

The Bombay Provincial Co-operative Land Mortgage Bank 
was registered in 1935 with an authorised capital of Rs. 10,00,000 
having under its control over 13 primary land mortgage banks. 
The Provincial Land Mortgage Bank grants loans to agriculturists 
through the primary land mortgage banks on the security of their 
lands. The primary banks have to investigate the title to lands, 
income and the repaying capacity of the agriculturists. The 
maximum amount of loan permissible to a angle bbrrower is 
restricted to Rs. 10,000 and the maximum period of loan is for 
20 years only. In Bombay the objects of a primary land mortgage 
bank are (a) to promote the economic interests of its members and 
more particularly to advance loans to ,its members on the security 
of mortgage of immovable property ; [b) for the redemption of 
mortgaged lands, houses and liquidation of old debts of agricul- 
turists : (c) the improvement of the agricultural land and for adopt- 
ing improved methods of cultivation ; {d) the installation or pur- 
chase of costly agricultural plant and machinery ; (e) the purchase 
of land for the purpose of improvement or more economic cultiva- 
tion of the existing holding or for bringing under cultivation culti- 
vable wastes ; (/) and to encourage in the members the spirit and 
practice of thrift, self-help and mutual aid in such a way as may 
be practicable from time to time. 
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The scheme for the establishment of land mortgage banks in 
Bengal took a definite shape from the recommendations of the 
Bengal Banking Enquiry Committee. Accordingly five land 
mortgage banks were started in 1934-35. The primary land mort- 
gage bank was subject to two restrictions on its borrowing powers; 

1. that it will not exceed twenty times the paid-up share- 
capital plus the reserve fund, and 

2. that the amounts borrow'ed shall not exceed 50% of the 
value of the land mortgaged. 

Its lending policy was like%vise subjected to the following 
limitations : 

1. No member is allowed to borrow exceeding the limit of 
Ks. 2,500 which may be raised to Rs, 5,000 in special 
cases. 

2. Advance of more than 50% of the market value of the land 
mortgaged is not permissible. 

3. A person who is a member of any other co-operative 
society cannot borrow from the Co-operative Land Mort- 
gage Bank unless his application is recommended by such 
co-operative societies and also by the Central Bank to 
which that co-operative society is affliated. 

4. The primary society is authorised to grant loans only on 
first mortgages. 

25% of the net profits should be transferred to the Reserve 
Fund. A Redemption Fund has been instituted to pay ofi the 
debentures on the expiry of thirty years from the date of issue. 
Wfiien the business of these banks wiU sufi&ciently grow, the ques- 
tion of starting a Central Land Mortgage Bank may be taken up. 
In Bengal the business of ,these banks was largely facilitated, as 
they were given the privilege of recovering their dues by certificate 
procedure. But in Bengal improvement in. another direction is 
necessary. Here obstacle to the transferability of holding should 
be removed in order to enable the land mortgage bank to put to 
sale any mortgaged property. 

• Measures of Reform and Caution 

I. Proper valuation should be, made’ of the land proposed to 
be mortgaged as security for loans from the land mort- 
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gage bank. In France advances were made for a long 
time on the basis of the valuation given in the Cadastre, 
i.e., a valuation made for the purpose of the assessment of 
the land-tax, which is now obsolete. So this method had 
to be abandoned at last. In Germany also valuation was 
made in accordance with the valuation made for purposes 
of fire insurance. This method is also defective. So in 
fixing the value of the land, the probable outturn of crop, 
average price of crop and cost of production should be 
taken into consideration and "that valuation ‘ should be 
checked in the light of the price fetched for similar lands 
in the neighbourhood and also the price realised for similar 
lands at reverse sales.” 

II. A clear-cut segregation should be made between the short- 
term finance of rural credit societies and the mortgage 
finance of land mortgage banks so that the latter may be 
controlled by a centralised organisation called the Central 
Land Mortgage Bank. 

III. Extravagant loan policy should be carefully discarded. 
The stagnant position of land mortgage banks in the 
Puniab is a serious pointer to the dangers of a liberal loan 
policy without taking account of the income .position of 
the borrowers. 

IV. Legal difficulties in bringing to sale the mortgaged lands as 
interposed by the Land Alienation Act should be removed. 

It is necessary to realise that successful w'orking of a land 
mortgage bank largely depends on the removal of those 
legal difficulties which prevent the banks from exercising 
the right of sale of the mortgaged properties. 

V. In the present stage of experiment the rate of dividend 
should be reduced. The policy may be revised .when ' 
sufficient reserves are built up. 

VI. The loan applications should be carefully examined and 
scrutinised from all respects and the loan should be fixed 
as vtII be well within the repaying capacity of the 
borrowers. 

VII. Plan should be chalked out to repay the debentures within 
a certain time, for which purpose redemption fund or amor- 
tisation plan be created. 
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VIII. Dr. J. P. Niyogi holds the opinion that there are special 
considerations which render it imperative that the mortgage 
banks in India should confine themselves to businesses 
v.’hich are intermediate in dnration between the short- and 
long-term loans as prevalent in Europe and America...... 

Nor must we ignore the consideration that an extension of 
the period of the loan increases the risk of litigation 
amongst the heirs of borrowers. It is, therefore, desirable 
that risks of this kind should be avoided as far as possible. 

DC. Constant attention should be devoted to the realisation of 
outstandings. 


Vn-IAGE B.anks 

The Eeserve Bank of India published a valuable bulletin 
about the working of the village banks. In that publication the 
Reserve Bank of India recommended the expansion of the acti- 
vities of those village banks in five directioDS : 

1. “The bank must take up the whole of the village 
life within its ambit ; 

2. it should aim at including everyone in the village ; 

3. there must be a greater adherence to co-operative princi- 
ples I 

4. there must be constant dealings and continuous touch 
with the members t and 

■ 5. ' concentration on a few selected areas should be aimed at 
rather than wide multiplicity and diffusion. ” 

The village bank should not simply rest content with the 
suppljdng of credit, but must help the agriculturists in the market- 
ing of th& produce, assist them in getting necessaries of life at 
cheap price, create interest in them in industrial and agricultural 
developmental works, and convert itself into a potent and healthy 
force influencing the harmonious development of the co-operative 
village life and teaching them the principle of "better living and 
better farming and better business." The village banks must 
embrace everyone forming a part of village economy, such as "the 
gro%ver of food, the blacksmith, the carpenter, tile dealer of hides 
" and skins etc.” The bank should promote in the villagers the 
habit^fjhiift and prudence and mobilise their idle hoards, if any. 
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It must see that the credit available to a villager is put to produc- 
tive purposes. It must further help in the dissemination of 
co-operative principles. 

The village bank may help the farmer in purchasing better 
seeds, better manure or fertilizers, better tools and cattle. It may 
encourage joint farming in the village and finance such co-opera- 
tive farming, if necessary, and improve the irrigation facilities by 
the sinking of wells or repairing of tanks. It is further suggested 
that the members should be encouraged to conduct their business 
through the bank, getting their requirements and selling their pro- 
duce. Sale proceeds must be deposited with the bank and paid 
out only as required. This will result in controlled expenditure 
and avoidance of wastes. 

But it is doubtful whether tlie village bank will be able to dis- 
charge all these functions at a time. It is asking the village bank 
to do the impossible. Rightly has it been pointed out that the task 
of marketing, which is a technical and specialised function, cannot 
be safely entrusted to the village bank or to the rural credit 
societies. What is needed to-day is more of co-ordination than of 
combination of diverse functions in a single institution. 

Indigenous Banking 

The system of indigenous banking in India is of long stand- 
ing. It is usually found exclusive to some important castes 
of Hindus like the Marwaris, Jains, Multanis and the Natlok Kotin 
Chetty etc. Indigenous banking prospered much after the 1st 
century A.D. and established itself firmly in the fourth century 
A.D. During the Mohammadan rule the indigenous bankers 
obtained a strong foothold due to royal patronage, and the extent 
of such royal patronage can be gauged -with reference to the house 
of Jagat Seth during the 17th and 18th centuries. But after the 
establishment of British rule in India these indigenous bankers lost 
their pre-eminence gradually. But still their influence has not 
waned so much as is imagined to be. Even to this day these 
indigenous bankers supply 90% of niral credit. They have stood 
the test of centuries, notwithstanding political convulsions, revolu- 
tions and sweeping changes. It will not be wrong to say that 
indigenous banking has become an institution, which is built on 
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the commercial and financial genius of the people, their local' 
requirements, habits, customs and traditions and is praiseworthy 
for the close personal contacts with the clientele and the simpli- 
city and inexpensiveness of the methods of work. These indi- 
genous bankers possess intimate knowledge of the local conditions 
and the local clientele and as such have served usefully as links 
between the vast trading community and the modem banking 
institutions. Their position may, without exaggeration, be com- 
pared to that of the bill-brokers in the London money market, 
whose services are invaluable in respect of the negotiation of bills 
of exchange. 

There are few indigenous bankers who carry on the business 
of banking alone. The majority of them combine banking with 
trading. In centres round Bombay and Central India they deal 
largely in cotton, seeds and operate as commission agents as well. 
Such a combination of banking with trading is no doubt rmjusti- 
fiable from the standpoint of modem banking principle, still there 
are certain strong points of argument in favour of such practice. 
The Bengal Banking Enquiry Committee justified it on the follow- 
ing grounds; 

“The personal relations which grow out of trade have 
to a great extent been responsible for making the function 
of banking attractive to the trader, as such relationships help 
him to turn his surplus to good account. The lending opera- 
tions imdertaken by him have furthered the indirect, and no 
less important, effect of securing an advantage in his trading 
business, because the loans made to the producers bind them 
to the lending trader by. a tacit or explicit understanding to 
sell their produce to him. Lastly, the banking business is of 
permanent importance to the trader in the remittance of his 
funds and collection of his dues.” , 

These indigenous bankers finance the internal trade by remit- 
ting funds from place to place through the instrumentality of 
hundis, and sometimes by discounting these hundis. In Bombay, 
a considerable volume of hundi discount is made by the Multani 
Shroffs, who have specialised in this type of business for a long 
'time. They seldom deal in foreign bills and mostly confine their 
activities to the discounting of inlands bills. These Multanis com- 
mand so much reputation for their business acumen and foresight 
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that if they refuse to discount any hundi, that is considered 
as a warning to the market operators. These indigenous bankers, 
in addition, are in the habit of lending money on the growing crops 
and ultimately purchase the crops themselves. Sometimes they 
•finance shopkeepers by honouring hundis drawn on the latter for 
which certain percentage is charged as commission. More often 
these bankers or shroffs take delivery of goods on behalf of their 
customer-merchants living in the mofussil by paying at the prin- 
cipal ports and recover their money thereafter. Sometimes they 
advance money to local cottage industries, small factories and lend 
money on deposit to the null industry, particularly textile industry. 
Mostly these indigenous bankers carry on business with their own 
resources and hardly do they receive funds from others. But a 
limited number of them receives deposits from others and issues 
cheque books and pass books to the depositors. These cheques 
are mostly drawn in the form of hundis payable on demand rather 
than in the standardised cheque forms. These indigenous bankers 
may help considerably in stimulating the habit of thrift and bank- 
ing amongst the rural people who live so far aM'ay from the sphere 
of modernised banking. 

Indigenous Banking in Bombay State — The indigenous 
bankers of Bombay State perform all the functions of ordinary 
banking including acceptance of call, fixed deposits, maintenance 
of current accounts, compliance with the written instructions of 
the account-holder, advancing of loans on security or without 
security, discounting of hundis and bills and financing of inland 
trade through their agencies or offices in different places. These 
bankers establish business relations wth those customers, whose 
family history and traditions are well known to thein. Such a 
position is analogous to the old English private banking system, 
which fostered banking habit amongst the different customers and 
ultimately paved the way for the evolution of deposit banking' on 
modem lines. As usual, these indigenous bankers combine trading 
vith banking and keep their books of account on the primitive S3rs- 
tem, which naturally precludes tlie possibility of any expansive 
business. 

Loans which are repayable on demand are entered in Chahr 
Kkatas, i.c., on current accounts. When loans are not repayable 
on demand but payable after a certain period, these are knoim to 
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be Khaiapeta. When money is borrowed for a fortnight, the 
account is known to be Btjoy badala and temporary loans granted 
for a day or two free of interest or without promissory notes are 
called inter-shroff transactions popularly knowm as Haihudhar. 
Besides dealing with other shroffs, village money-lenders and other 
traders, the shroff finances cottage industries and other small indus- 
trial concerns like flour mills, rice mills, gold-thread industries, «tc. 
The shroff industry helps the agriculturists by loans granted to 
sowcars, who, in their turn, advance money to the cultivators on 
the crop or seeds and for other agricultural purposes. The advance 
by the shroff is made either in the form of a loan or Khata account 
or by discounting darshani hundis accompanied by railway receipts. 
In most cases the shroff acts as a commission agent. He pays in 
advance to his constituent 75 to 90 per cent of the value of goods 
against railway receipts, the balance being adjusted on sale of the 
goods. The value of the purchase of one consignment is set off 
against the sale of another through the same shroff. The shroffs, 
in their turn, replenish their resources by rediscounting their bills 
or hundis with other joint-stock banks or the erstwhile Imperial 
Bank of India. The Multani shroffs very often do enjoy rediscoimt- 
ing facilities from the erstwhile Imperial Bank of India which 
prepares a list of such approved bankers. The usual period of such 
advances varies from thirty days to sixty days. 

Indigenous Bankers in Bengal — ^Most of the indigenous bankers 
of Bengal are Marwaris, who combine banking rvith trading. The 
Bengal Banking Enquiry Committee did not look down upon the 
combination of baiiking with trading, as it is peculiar to these indi- 
genous bankers, but considered it to be a special form of banking 
evolution suitable to the conditions of the country. There is not 
so much objection to this sort of mixed business as to the admixture 
of banking and trading accounts instead of their segregation. These 
indigenous bankers of Bengal do not receive deposits from others 
but trade on their own funds. In Bengal there existed not less 
than 1200 "loan offices" registered under the Indian Companies 
Act, which attracted deposits and also carried on trading business 
and as such they were formidable competitors of these indigenous 
bankers. These indigenous bankers of Bengal financed inland 
trade by discounting hundis or purjas, or by entries in account 
books called hatchitas, khatapetas and khatamitis. These were 
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largely the commercial ' loans granted on personal credit to the 
merchants who went into the interior for the purchase of produce 
or gathered local products for export. In such cases of advance, 
it is arranged tliat the merchants will be remitting the whole of the 
daily sale proceeds to the bankers for credit to the running account. 
The system of accounting in such cases is called Khaiamiii. Some- 
times they lend money on pledge of jewellery or mortgage of land 
or on guarantee of a third party. 

These indigenous bankers of Bengal issue hundis for the 
pm-pose of raising loans, financing trade and for remittance of 
money from one place to another. There are darsani hundis, i.c., 
hundis payable on sight and usance bills called Mudati hundis. 
The rate of discount of these hundis is known as hiidiana, which 
varies from 4% to 18% according to the conditions of the money 
market, The^e bankers obtain rediscounting facilities from the 
erstwhile Imperial Bank of India or other joint-stock banks against 
these hundis. 

Indigenous Banking in. Madras — ^The Nattukkottai Chettis do 
the bulk of indigenous banking in Madras. These bankers 
receive deposits and afford cheque facilities. The deposits of these 
bankers are estimated by the Banking Enquiry Committee of 
^ladras Presidency to be Rs. 25 crores and their investments are 
reported to have exceeded Rs. 50 crores. These chettis are exceed- 
ingly solvent people and possess shrewd banking acumen. They 
have a peculiar system of training their managers and agents 
through apprenticeship coupled with an agreement to serve their 
masters on completion of their training course. They do not lend 
largely on produce but ^ make advances to agriculturists on land 
and promissory notes. They use hundis like Darsani hundis, 
Nadappu Vaddi hundis etc. 

A small number of ■Multanis act as intermediaries between 
merchants and joint-stock banks. They advance monej' during 
busy season and replenish their resources by borrowings from the 
erstwhile Imperial Bank of India. Mainly do they transact busi- 
ness with their own resources and occasionally do they receive 
deposits from others under certain arrangements. The Marwaris 
have an extensive banking business in the State by making advances 
on the security of produce, ornaments, hundis etc., but they usually 
refrain from financing the smcdl industries of the State. The rates 

19 
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of interest charged arc comparativdy high, so abo the rates of 
discount on hundis. 

There is another community of indigenous bankers calied 
“Kallidai Kunchi Brahmins,” who carrj' on business mostly at 
modem Ramnad, and Tinncvelty. They specialise mainly in 
hundi-business and issue from time to time drafts and other instru- 
ments on other private indigenous bankers. 

On taking a retrospective view of thinp, it Viill appear that 
the indigenous bankem are rendenng some useful services specially 
to the rural people, who would otherwbe go without any kind 
of banking facilities. From the standpoint of profitability, it dora 
not pay any joint-stock bank to open any office in the rural areas. 
So the vacuum caused by the lack of banking facilities b filled 
to a great extent by these indigenous bankers who have evolved 
a unique method of operating with the greatest economy and 
simplicity. Moreover, in urban areas like Indore, Bombay, 
Ahmedabad and Calcutta they extend to the mill industry assistance 
by way of deposits, which help in swelling the working resources 
of the cotton mills, which are, in the present state of our country, 
mostly undercapitalised. Very often do these indigenous bankers 
or shroffs lend money to the managing agents of these mills in 
return for a share in the agency commission in addition to the 
usual rate of interest. Considering the wide range of the services 
rendered by these indigenous bankers within limited areas, it is 
considered that a little bit of modernised banking training could 
contribute to their usefulness. In Great Britain the so-called 
private bankers, who went more or less akin to our indigenous 
bankers, played ‘^m important role in the development of banking 
in that country until they were absorbed, by proper arrangements, 
by the present joint-stock banks. These private bankers fostered, 
to a great extent, the banking habit amongst the people, specially 
in the coantr3rside and vfflages, where banking facilities are hope- 
lessly inadequate. If these bankers take a wider interest in the 
methods of modernised banking and bring those to bear on their 
policy they may make themselves more serviceable and useful to 
the rural community. Besides developing a receptivity 'to new 
ideas they should try to' standardise the form of hundis which at 
present have confusing varieties and are attended with differing 
multiplicity of practices, so That certain uniformity in their working 
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methods is established throughout the different parts of the country. 
In our opinion, die different Shroff’s Associations may help in 
this matter. 

Need for Co-ordination betv'een Indigenous 
Banking and Modern Banking 

It is now widely felt that in order to mobilise the capital 
resources of the country in an effective manner and to establish 
a unitary control over the credit structure of the country, indigenous 
banking system must have to be co-ordinated with modernised joint- 
stock barddng. The need for such a co-ordination w'as stressed by 
Sir George Schuster in the course of his speech on the Reserve 
Bank Bill (1933) in unequivocal terms. "Until the vast portion 
of India’s banking and credit machinery, which is represented by 
the indigenous bankers,” says he, "is put into gear with the rela- 
tively small machine of the modernised money market, with the 
Reserve Bank as its central control, it will be impossible for the 
Reserve Bank to exercise full control of cunency and credit of 
India, which is understood as the function of the central bank in 
western countries, and it will be equally impossible for the masses 
of the people who populate the countryside of India to get the full 
benefits of credit and banking facOities on reasonable terms, which 
a well-organised system of banking ought to give.” The Central 
Banking Enquiry Committee made some valuable suggestions for 
the indigenous bankers. Later on, it was suggested that instead of 
dealing directly with the indigenous bankers, it would be more 
advisable to deal with them through the intermediary of scheduled 
banks, because of the personal character and fluid nature of their 
business. Under the provisional scheme the shroffs were to get 
their bills and notes discounted with the scheduled banks, which, 
in their turn, were to get those documents rediscounted with the 
Reserve Bank of India. At the same time the Reserve Bank laid 
doWn certain conditions precedent to the establishment of a direct 
link with those indigenous bankers. Among other conditions, the 
indigenous bankers were to organise themselves into self-contained 
legal entities with at least Rs. 5 lacs of their own capital like 
scheduled banks, maintain compulsory deposits with the Reserve 
Bank, segregate their banking from non-banldng business, and 
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maintain properly audited accounts. These conditions of the provi- 
sional scheme were considered to be too onerous and accordingly 
a second draft scheme was prepared by the Rescr\-c Bank which 
enumerated the following conditions; — 

(j) They must confine their business to banking proper as 
defined by the Indian Companies Act. Any other busi- 
ness that they might be conducting should be wound up 
within a reasonable period. 

(n) They must maintain properly audited books of accounts 
and allow the Resen'c Bank to inspect the accounts and - 
call for any information necessary to determine the finan- 
cial status of these bankers. 

(iii) They must file with the Reserve Bank periodical statements 
which arc required of scheduled banks. 

(>u) Indigenous bankers witli owned capital of Rs. 2 lacs, 
which might he raised to Rs. 5 lacs at tlic end of five years 
w'ould be entitled to apply for registration in the books of 
the Reserve Bank as private bankers. They would not 
have to furnish compulsory deposits unless their time and 
demand liabilities are five times or more in excess of their 
capital in the business. 

(o) The Reserve Bank will have the right to regulate the busi- 
ness of these bankers on banking lines when ncccssary- 

If they satisfy the above conditions, tlrcy will have the privilege 
of rediscount with the Reserve Bank against eligible paper, the right 
to secure advances against Government papers, and have remittance 
facilities similar to those for the scheduled banks. But the indi- 
genous bankers disagreed with most of the recommendations and 
considered those conditions as too hard. The Reserve Bank did 
not agree to modify these conditions but kept the offer still open 
to the indigenous bankers. Thus the question of the linking of the 
indigenous bankers with the Reserve Bank remains in a melting 
pot and it is felt that such a stalemate should not be allowed to 
continue furtlier. Some solution must have to be made of this 
knotty problem. Both sides should yield ground to a certain extent 
to arrive at a happy agreement. The Reserve Bank of India should 
realise the difficulty in effecting overnight a revolutionarj' change 
of the methods of indigenous banking, which has attained the 
present form through centuries of working. It is asking too much 
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of them to wind up trading business and develop the side of deposit 
banking within so short a time. Moreover, it has been pointed out 
by some Provincial Banking Enquiry Committees that the combina- 
tion of banking with trading, as made by the indigenous bankers, 
is not unsound, but it is a special form of banking evolution suit- 
able to the conditions of the country. These bankers have 
specialised in tliis form of banking on lines of safety. So to ask 
them to discard this form of business means the abolition of the 
indigenous banking system. On tlie other hand, the indigenous 
bankers should likewise appreciate the desirability of the improve- 
ment of their methods and technique of business in the light of 
recent banking experiences and should be educated to give proper 
value to audited statements of accounts, which will raise their 
status in the estimation of the public. Audited statements of 
accounts do not mean disclosure of their business accounts. So 
they have little to be afraid of. However, if it is considered to be 
difficult, in the present fluid circumstances, to link them directly 
vith the Reserve Bank, the alternative proposal of indirect linking 
through the intermediary of scheduled banks may be given a fair 
trial. It is admitted that the joint-stock banks do frequently dis- 
count the hundis and promissory notes of the indigenous bankers 
in their approved list, and long-stcuiding business relationships with 
them help the joint-stock banks to keep up-to-date information 
about their credit, means and integrity. It is expected that the 
joint-stock banks will be restricting their business dealings to those 
indigenous bankers, who are safe businessmen and have established 
reputation. So, as these indigenous bankers come into closer busi- 
ness contact with commercial banks, the task of the Reserve Bank 
in the selection of the approved indigenous bankers is simplified 
tlirough the help of these commercial banks discounting the docu- 
ments of the selected indigenous bankers, and the purpose of direct 
dealings with these bankers may thus be indirectly served. As 
most of these commercial banks gather up-to-date credit reports 
about these indigenous bankers, those may be passed on to the 
Reserve Bank for their information and the Reserve Bank may 
verify those statements by independent enquiries, if necessary. So, 
in our opinion, the more and more do these indigenous bankers feel 
persuaded to transact business with the commercial banks, the 
simpler will be the process of their linking with the Reser\'e Bank. 
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It will not be very wrong to say that these indigenous bankers, by 
acting like discount houses in England, will help in the formation 
of a bai market in India, which is so vitally indispensable for the 
healthy development of banking in our countr 5 L In this connection 
Sir Bcnegal Rama Rau, Governor of the Reser\"e Bank of India, 
while addressing the All-India Shroffs’ Conference on July 21, 1951, 
made the followdng obscr\’ations; 

"I have, on several occasions, emphasised the importance of 
a wide extension of credit facilities in the country, which are essential 
for rapid economic development. I can assure you that the 
Reserve Bank will be very pleased to see the indigenous bankers 
play their full and honourable part in the credit machinery of the 
country, but, as you will all appreciate, the primary responsibility 
for producing a constructive scheme for the linking of the indi- 
genous bankets with the Reserve Bank must rest on the indi- 
genous bankers. To facilitate anj’ such development, you should 
be prepared to change your traditional outlook and practices and 
adapt your methods of working to modern conditions. As manj' 
of you are probabty aware, the Rescr\'e Bank is undertaking a 
comprehensive enquir}' into all aspects of niral finance. One of 
the objects of this factual investigation will be to ascertain the 
position which the indigenous bankers in different parts of the 
country occupy at present, their business methods, their financial 
resources, their scale of operations etc., wdth special reference to 
the part they have played and are playing in meeting the credit 
requirements of rural areas. I hope that in this important investi- 
gation we shall have the full co-operation of the organised indi- 
’ genous bankers in the collection of all the necessary data for, as you 
all realise, it is only on the basis of ascertained facts that we can 
evolve any constructive proposals.” (Sir Benegal Rama Rau). 
The Committee on Finance for the Private Sector has recommended 
that the question of linking indigenous bankers and shroffs should 
be actively pursued by the Reserve Bank of India in consultation 
with the Shroffs. 


Agricultural Finance 

India being pre-eminently an agricultural county', the problem 
of agriculturaTfinance is one of the highest priorities in oUr national 
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economy. The main difhculties in provision of agricultural credit 
have been discussed in chapter I. In India agriculture is looked 
upon not so much as a profession but as a mode of living. Naturally 
it is characterised by the uncertainty of profits. In an industry which 
does not hold out any possibility of profits, no investor will hazard 
investing money. This uncertainty will engender a psychology of 
living for the day and an aversion to thrift and saving, which will 
naturally dam the flow of credit to agriculture. The question of 
agricultural finance is closely linked up with the question of im- 
provement of agriculture. If credit is to flow to agriculture, the 
agriculturists have to be made creditworthy. As at present the 
following agencies supply agricultural credit: 

(1) Commercial banks, 

(2) Government, 

(3) Indigenous hankers and money-lenders, 

' (4) Co-operative Credit Societies. 

Commercial Banks . — Having regard to the short-term nature 
of their deposits, commercial banks cannot extend credit for a long 
term to agriculture. Naturally, these banks cannot go beyond 
financing the seasonal movements and marketing of crops by making 
short-term advances against produce. But there are certain items 
of permanent agricultural improvements, uhich require long-term 
investments which the commercial banks cannot undertake. The 
commercial banks, wth a few exceptions in certain parts of Southern 
India, have no direct relation in respect of marketing of produce, 
with the actual cultivators ; but in other parts of India "their role 
in agricultural credit is usually that of an intermediary furnishing 
part of the credit to the indigenous banker and in a small degree 
to the landlord or the co-operative banks.” But in England the 
large hulk of agricultural credit is provided by tire commercial 
banks. The Committee on Agricultural Credit in England (1923) 
observed that the "Big Five" in England and Wales had out- 
standing agricultural loans to the extent of £46| million, of which 
£20 million represented loans for the purchase of agricultural land 
and £20 million normal loans for current trading. In America also 
the farmers obtain regular credit from the State and national banks 
for the marketing of their crops. There a considerable portion of 
agricultural credit is supplied by the commercial banks. But in India 
the commercial banks, for the sake of safety, cannot participate 
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largely in the supply of agricultural credit, because of the defects of 
the agricultural occupation. Here the commercial banks may, extend" 
credit for seasonal operations if there exist a proper grading and 
standardisation of staples and of contract, proper storage facilities 
and properly regulated local as well as forward markets. But still 
there is sufficient scope for the expansion of the agricultural credit 
on the part of the commercial banks, to the money-lenders, indi- 
genous bankers and co-operative banks, provided they reorganise 
themselves, and the benefit ultimately tends to percolate to the 
tillers of the soil. It cannot be doubted in the last that if direct 
extension of credit to the farmers were possible that course would 
have been the best. 

Government also finances the agriculturists often with takkavi 
loans. But in view of the smallness of the amount of such loans, 
the agriculturists do hardly obtain any substantial relief. More- 
over, these loans tide the agriculturists over emergencies only and 
do not serve as sources of normal finance. By its very nathre the 
Government machinery is unsuitable for supervising the use to 
w hich these loans are put and it frequently happens that these loans 
are never put to any productive purposes by the farmers. Experi- 
ence shows that sufficient advantage has not been taken of loans 
under the Land Improvement Loans Act. Loans under this head 
should preferably be given and supervised by land mortgage banks 
on business lines. What is required jroin Government is not so 
much actual loans to cultivators as an active and progressive 
agricultural policy. 

The money-lenders and indigenous bankers provide the bulk 
of agricultural finance. Their functions have been described fully 
earlier. Considering the exorbitant rate of interest charged and 
the various malpractices adopted by the money-lenders, which go 
to swell the indebtedness of the peasants, it has been recommended 
that money-lending should be regulated by legislation and regis- 
tration of money-lenders be made compulsory. Further, it is 
suggested that a procedure should be devised for the inspection 
of tlie books of accounts of the money-lenders. Accordingly, 

' legislative measures have been passed for the regulation of mone)'- 
iending in almost all the states of India. Tnough such measures 
have, for the time being, led to the contraction of agricultural 
credit, it is expected that they will be able, in course of time, to 
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bring about a change in the outlook of the money-lenders which 
will convince them that they have nothing to lose from such enact- 
ments. The necessity for the linking of indigenous bankers with 
the Reserve Bank of India has already been discussed. 

Co-operative banks commend themselves to bo the most suit- 
able agencies for supplying agricultural credit. But the progress 
So far achieved by these banks is not satisfactory. The total 
membership of the co-operative societies comprises only 1-06 per 
cent of the rural population. About one-third of these societies 
is in a moribund state and is classified as D of E societies because 
they are either not functioning properly or are on the verge of 
liquidation. The loans outstanding against members amount to 
Rs. 24|- crores, out of which three quarters are shown to be overdue. 
It is, therefore, necessary that these societies must have to be 
reformed in order to make themselves useful and for this purpose 
the long-term loans and overdues should be segregated and put on 
a proper footing, adequate reserves should be built up by these 
societies and future loans should be restricted to such sums only as 
could be reasonably c.\pected to be repaid out of the harv'cst. The 
primary credit societies should be strengtliencd and imbued with 
a new idealism. "They must not be merely agencies for supply- 
ing finance but an influence for the all-sided development of agri- 
culture and for the betterment of the life of the villager from every 
point of view.” These societies should take up marketing of the 
produce of the members as well and supply to them agricultural 
seeds. They should be assisted to build up serviceable godowns 
not only for the purpose of storing produce but also for facility of 
collection. The central and provincial co-operative banks should 
re-organise their operations strictly on banking lines and establish 
closer connection wth the commercial banks. The provincial and 
central co-operative banks wll do well to have on their manage- 
ment some professional bankers who will be able to guide their 
operations strictly on commercial lines. The utility of the land- 
mortgage banks cannot be over-emphasised in relation to supply 
of long-term credit to the agriculturists. Investigations show so 
far that these land-mortgage banks devoted exclusive attention to 
the liquidation of the old debts of the cultivators. It will not be 
difficult to understand that the reduction of old debts alone will 
not contribute to the repaying capacity of the cultivators unless 
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they are properly educated to utilise those loans for productive 
purposes, whereby their agricultural pursuits are made profitable. 
The peasants must be enlightened about the productive use of 
money and if they are living on deficit economy, attempts must 
be made to increase the margin of their income as well as of profit. 
Advances merely on the basis of secmity without adequate know- 
ledge of the character and habits of the debtors will minimise the 
utiiity of the land-mortgage banks. So it has been suggested by 
the Reserve Bank of India that "arrangements should be made for 
the person whose debt is to be paid by the land-mortgage bank to 
serve a period of probation with a good primary society and that 
even after the land-mortgage batik has advanced him a loan he 
should continue to be a member of the Multiple Purpose Society 
so that the regular repayment of his instalments may be ensured 
by proper supervision of his activities." The land-mortgage 
banks, in their zeal to afford relief to the agriculturists, must not 
lose sight of the fact that the main purpose of a long-term loan 
on the security' of land should be the improvement of the land itself 
and they should see that the loans are utilised for effecting perma- 
nent improvements of the land. These banks should not hesitate 
to undertake finance for permanent improvements like the creation 
of bunds, the installation of power units, levelling, fencing etc., 
and encourage as far as possible consolidation of holdings. In 
this connection the land-mortgage banks should act in close co- 
operation and collaboration with the Agricultural Department of 
the Government. In short, the problem of agricultural finance can 
he successfully tackled if the entire co-operative movement is 
rehabilitated and conducted on right lines. 

It will be relevant to discuss at some length the role which 
the Reserve Bank of India should play in agricultural finance. 
The Reserve Bank of India maintains an Agricultural Credit 
Department which is to investigate and study the various aspects 
of agricultural credit and to suggest from time to time ways and 
means for the improvement of the machinery for dealing with agri- 
cultural finance and methods for effecting a closer co-operation 
between agricultural enterprise and the operations of the Bank. 
The Reserve Bank of India has often been criticised for its failure 
to assist agriculturists by direct monetary help, and also for its 
lukewarmness in indicating the lines on which the Bank would be 
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prepared to grant such help. To understand the implications of 
this, charge it is necessary to remember that the Reserve Bank of 
India is a lender of last resort and can ne\ er undertake to supply 
to the agriculturists their normal financial requirements or advance 
large sums to co-operative banks or indigenous bankers for being 
lent out to cultivators as a matter of course. The Reserve Bank 
of India can at best provide temporary financial accommodation 
in times of emergency and seasonal stringency. As it has been 
pointed out, it is no part of the functions of a central bank to 
provide directly day-to-day finance for banks and other institu- 
tions but rather to produce monetary conditions imder which there 
will be adequate facilities for all those seeking credit for legitimate 
purposes or having funds to invest. Under Sections 17 (2) (b), 
(^) (3-)/ (c) and (d) of the Reserve Bank of India Act. the Reserve 
Bank can provide financial accommodation to the provincial co- 
operative banks and through them to the co-operative movement 
under the following conditions; 

(a) Loans and advances against Government securities for 
periods not exceeding ninety days to provincial co-opera- 
tive banks and through them to the central co-operative 
banks. 

, (&) Similar loans and advances to provincial co-operative 
banks and through them to central co-operative banks 
against approved debentures of recognised land-mortgage 
banks which are declared trustee securities, and are 
readily marketable. 

(c) Discount of Treasury bills. 

(«i) Loans and advances for periods not exceeding ninety days 
to provincial co-operative banks against promissory notes 
of approved co-operative marketing or warehouse societies 
endorsed by provincial co-operative banks and drawn for 
the marketing of crops — sec. 17 (4) (e) ; or rediscount of 
such promissory notes maturing vithin fifteen months 
sec, 17 (2) (b) : loans and advances for periods not exceed- 
ing ninety days on the promissory notes of prordncial 
co-operative banks secured by %varehouse warrant issued 
by corporafions independent of the borrower or on the 
security of promissory notes supported by documents or 
^ title to goods which have been assigned or pledged 
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as security' for cash-credits or overdrafts granted by the 
provincial co-operative banks to approved marketing or 
v.-aiebouse societies — sec. 17 (4) (d). 

(e) Advances to provincial co-operative banks for a maxi- 
mum period not exceeding ninety daj’S against promissory 
notes of central co-operative banks endorsed by provin- 
cial co-operative banks and drawn for financing seasonal 
agricultural operations or the marketing to crops — ^see, 17 
(4) (e) ; or rediscount of such promissory notes maturing 
ndthin fifteen months — ^sec. 17 (2) (b). 

Before granting any financial assistance the Beserr'e Bank of 
India must be satisfied about the soundness of the applying 
provincial co-operative banks and central co-operative banks. It 
requires the provincial co-operative banks appl 5 nng for accom- 
modation {a) to maintain with it like the scheduled banks some 
minimum balances at 21% of their demand liabilities and 1% of 
their time liabilities, (6) to recast their balance-sheets and to 
submit to the bank periodical statements prescribed for the purpose, 
and (c) to submit themselves to periodical inspection by the Bank, 
The Reserve Bank requires the central co-operative banks to 
submit to a number of conditions; 

(1) it requires fuller information about the financial position 
of the central banks whose paper is intended to be redis- 
counted and the working of the primary societies financed 
by them ; 

(2) it wants them to keep 40% of their deposit liabilities in 
cash and Government securities : 

(3) it wants the co-operative banks and village credit societies 
to -confine themselves only to short-term financing. It 
further suggests that medium-term loans should not exceed 
two years and should fonn a comparatively small part of 
the total business. 

The Reserve Bank of India has laid down so many conditions 
Avhich are to be fulfilled prior to eligibility to credit, that it becomes 
an impossible task to fulfil all of them at a time. The maintenance 
of liquid resources up to 40% of the deposits would practically 
cripple the business and w'orking of central hanks. Moreover, as 
the co-operative hanks are to advance on such low rate of interest, 
they carmot afford to lock up their funds in low-yielding Govern- 
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menl securities. As pointed out by the Committee on Co-opera- 
tion in Jladras (1940), "If Central Banks are to advance at the 
rate suggested by the Reserve Bank, most banks cannot pay their 
way or meet their working expenses — much less can they afford to 
pay a moderate dividend to their shareholders, nor can any addi- 
tion be made to tlieir statutory reserve funds.” 

Another condition is that the agricultural paper intended to 
be rediscounted with the bank should be drawn in the form of a 
single usance bill or usance promissory^ note drawn by the provin- 
cial co-operative bank and the latter should certify by separate 
documents that the paper is drawn for financing seasonal agricul- 
tural operations or the marketing of crops. It has been observed 
by one writer that as to the co-operative movement its zeal for 
criticism has hardly been matched by an equally ardent desire to 
help. Such an advance on strictly orthodox principles is out of 
date in the present state of the country, which has to make up 
much leeway' before heading towards progress. The same policy 
of over-caution characterised the relations between the Reserve 
Bank and land-mortgage banks, when the former refused to buy 
the debentures of some central land-mortgage banks in spite of 
their being declared trustee securities, on the plea that they should 
first interest genuine investors in their debentures. In recent years 
the Reserve Bank has considerably liberalised its policy and has 
taken active steps to finance the co-operative banks so as to make 
agricultural credit elastic. 


Agricultural Finance and Reserve Bami of India 

The Reserve Bank of India is at present the driving force 
behind the co-operative movement 'in India. It has not only 
liberalised considerably its policy in respect of co-operative credit 
but has also taken a positive lead in the matter of rehabilitating 
and revitalizing the machinery of co-operative credit. It will be 
observed from the preceding paragraphs that at the outset, the 
Reserve Bank of India had to adopt a conservative policy. But 
as time passed on, it has now followed a bold policy in setting 
the co-operative movement on a solid basis. At the instance of 
the Reserve Bank of India, the Committee of Direction of the 
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All India Rural Credit Snrvey was appointed and its report cover- 
ing the various aspects of agricultural credit constitutes an impor- 
tant landmark in the sphere of agricultural finance. The integrat- 
ed scheme of rural credit recommended by the Committee, together 
w'ith its special feature of State-partnership, has not only found 
ready acceptance but is in process of speedy implementation under 
the active guidance of the Reserve Bank of India. Tlie formation 
of the State Bank of India with a view to extending agricultural 
credit is one of the many steps taken. One of the recommenda- 
tions of the All India Rural Credit Survey for the orderly financing 
of the teorgamaation proposed by it was the creation of five national 
funds, three in connection with agricultural credit and two for the 
development of the co-operation and warehousing. Two of these 
funds viz, the Kational Agricultural Credit (Long-term Operations) 
Fund and the National Agricultural Credit (Stabilization) Fund, 
were set up by the Rcscr\'e Bank of India in terms of the provisions 
of sections 4SA and 46B of the Reserv'e Bank of India Act. The 
Long-term Operations Fund will be used (») for long-term loans 
and advances to State Governments for a maximum period of 20 
years to enable them to subscribe directly or indirectly to the share 
capital of co-operative institutions, (»") for medium-term loans 
(between 15 months and 5 years) to State co-operative banks for 
agricultural purposes, {Hi) for long-term loans and advances to 
central land mortgage banks np to a maxknuin period of 20 years 
and {iv) for the purchase of debentures of central land mortgage 
banks. The Reserve Bank of India has already credited to the 
fund an initial sum of Rs. 10 crores and the Bank’s first annual 
contribution of Rs. 5 crores has also been made to it. The 
Stabilization Fund will be applied e.xdusively to medium-term 
loans and advances to State co-operative banks to enable them to 
convert their short-term credit into medium-term credit whenever 
it is necessary? as a result of drought, famine or other natural 
calamities. The Bank has also contributed Rs. 1 crore to this 
Fund. 

In so far as co-operative agricultural credit is concerned, the 
targets of the Second Five Year Plan are as follows as at the 
end of the second period of five years in terms of outstanding 
loans: Rs. ISO crores, short-term (as against Rs. 30 crores exist- 
ing) : Rs, 50 crores, medium-term (as against Rs. 10 crores exist- 
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ing) ; and Rs. 25 crores^ long-term (as against less than Rs. 3 crores 
existing). The number of laige-sized primary societies to be estab- 
lished during the Plan period is 10,400. It is further intended that 
850 warehouses should be set up by the Central and State Ware- 
housing Corporations. The number of primary marketing societies 
to be established is 1,800, and the godowns to be constructed by 
'them 1,500. The projected outlay under the Second Plan on co- 
operative development is about Rs. 47 crores ; in addition, a sum 
of about Rs. 25 crores required for State partnership in co-opera- 
tive credit organizations at all levels is to be advanced by the 
Reserve Bank to State Governments from the National Agricul- 
tural Credit (Long-term Operations) Fund. The terms and condi- 
tions on which such advances are to be made from this Fund to 
State Governments were settled by the Bank in the light of the re- 
commendations made at the fifth meeting of the Standing Advisory 
Committee on Agricultural Credit. That was in February 1956 ; 
and, during the few remaining months of the year under review, 
three States (Madras, Orissa and Andhra) were sanctioned loans 
amounting to Rs. 31.02 lalrhs for the purpose. 

As indicated above, the outstanding total of all types of co- 
operative credit is planned to be raised from a total of about Rs. 43 
crores to one of Rs. 225 crores by 1960. Much of this expansion, 
it is hoped, will be effected by the co-operative sjfstem through an 
enlargement of its own deposits and other resources. But there is 
little doubt that the principal contribution will have to continue to 
come from the Reserve Bank itself. This contribution will be 
partly in the shape of loans to State Governments to enlarge the 
share capital of co-operative banks and societies. ' Moreover, on 
the strength of the increased share capital as well as of other rele- 
vant factors, such as greater efficiency through the emplo 3 mient of 
trained personnel, the State Co-operative banks and Central Co- 
operative banks will, it is expected, render themselves eligible for 
much larger loans from the Reserv'e Bank. 

Important among the ancillary recommendations calculated to 
strengthen the structure of rural credit, while at the same time 
subserving other objectives, are those which have since been 
embodied in the Agricultural Produce (Development and Ware- 
housing) Corporations Act, 1956, a measure which has only 
recently been placed on the Statute Book. The Reserve Bank of 
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India collaborated with the Ministry of Food and Agriculture, at 
various stages in the preparation of this piece of legislation. Provi- 
sion has been made for the grant of loans and advances by the 
Reserve Bank to the Warehousing Corporations established under 
the Act, through the inclusion of a new Clause (4 C) in Section 17 
of the Reserve Bank of India Act. 

An important recommendation of the Standing Advisory Com- 
mittee on Agricultural Credit was to the effect that, in the context 
of the re-organisation of States, the Agricultural Credit Departmenf 
of the Reserve Bank should study in advance the problems that 
would be set to the co-operative institutions, such as apex banks, 
of the States concerned, and help to solve the technical, financial, 
administrative and other problems of re-organisation which in due 
course would confront these institutions. The relevant aspects 
were accordingly studied in detail by the Agricultural Credit 
Department and an informal conference of the representatives of 
the appropriate Governments and institutions was convened in May 
1956. The Conference formulated a series of principles of re- 
organisation on an agreed basis and set up four ad-hoc committees 
for different regions in order to work out detailed schemes of re- 
organisation, including division and amalgamation, for the State co- 
operative banks, central land mortgage banks etc. of the areas 
affected. The Committees are actively pursuing this work on the 
lines chalked out at the Conference. 

During the j^ear there was an increase in the scale of assist- 
ance provided by the Reserve Bank to State co-operative banks 
to provide medium-term accommodation to State co-operative 
crops, at the concessional rate of two per cent below the Bank 
Rate. Thus, 19 State co-operative banks were sanctioned limits 
Rs. 29-64 crores in 1955-56, as compared with 
Rs. 21.21 crores sanctioned to 15 banks in 1954-55. Some of the 
State co-operative banks such as those in Bihar, Coorg, and 
Madhya Bharat were granted credit limits for the first time, while 
certain others were sanctioned higher limits than in the past. 
Liberalisation of the criteria for fixirig credit limits recommended 
by the Standing Advisory Committee also resulted in sanctioning 
higher credit limits to some banks, although its full impact on the 
volume of advances from the Bank will become evident only here- 
after. The outstandings of Reserve Bank credit to State co-opera- 
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tive banks at the end of tlie year stood at Rs. 12.98 crores as 
against Rs. 8.11 crores at tlie end of last year. 

It will be recalled that the Reserve Bank of India was enabled 
to provide medium-term accommodation to State co-operative 
banks for agricultural purposes under a new sub-section (4A) 
added to Section 17 of the Reserve Bank of India Act in 1953. 
According to this Sub-section medium-term loans could be pro- 
vided up to an aggregate maximum limit of Rs. 5 crores. This 
restriction has since been removed by a further amendment in 
1955 which provides for the grant of medium-term loans out of 
the National Agricultural Credit (Long-term Operations) Fund. 
In all, 10 State co-operative banks were sanctioned medium-term 
loans amounting to Rs. 1.40 crores during the period under review ; 
nine of these banks were sanctioned medium-term credit limits for 
the first time. The fifth meeting of the Standing Advisory Com- 
mittee held in January 1956 recommended that, of the total of the 
medium-term loans sanctioned by the Reserve Bank of India, not 
more than one quarter might be for a period of five years, while 
the balance could be for three years. The Reserve Bank has 
accepted this recommendation and has given effect to it in the 
case of medium-term credit limits fixed for the Andhra, Madras 
and Madhya Pradesh State Co-operative Banks. 

The system of inspection of co-operative banks by the Agri- 
cultural Credit Department 'of the Bank on a voluntary basis was 
continued during the year under review ; 44 co-operative banks 
were inspected during 1955-56, of which 34 were central banks and 
10 were apex banks. \¥ith the exception of the Madhya Bharat 
State Co-operative Bank, the first round of inspection of all apex 
banks which have been sanctioned credit limits by the Reserve 
Bank was completed during the current year. 

Considerable progress was achieved in implementing the pro- 
gramme for co-operative training drawn up by the Central Com- 
mittee for Co-operative Training constituted jointly by the Reserve 
Bank of India and the Government of India. The training of 
higher co-operative officials of State Governments and of Co-opera- 
tive institutions was continued at the Co-operative Training 
College, Poona. About 40 senior officers are trained there every 
six months. For the intermediate personnel, the full complement of 
5 centres has been reached -vvith the commencement of two more 

20 
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centres during the year, one at Indore for the Central 2^ne and 
the other at Meerut for the Northern Zone, the other three centres 
being Poona, Madras and Ranchi, These five centres train about 
225 co-operative officers of the intermediate level every year. The 
schemes relating to the training of senior officers and intermediate 
personnel are financed by the Reserve Bank. Eight training 
centres were organised for training the co-operative officers requir- 
ed for the National Extension Service Blocks. This was done in 
pursuance of a decision reached at the second meeting of the 
Central Committee. AU the eight centres are now in session. The 
cost is met by the Government of India. The scheme for training 
the subordinate personnel of the Co-operative Departments and co- 
operative institutions in the various States was put into effect in 18 
States ; the cost of this scheme is shared by the Government of 
India and the State Governments on the recommendation of the 
Central Committee, 

In order to meet the needs of the various States for certain 
specialised types of trained personnel in the context of programme 
included in the Second Five Year Plan, the Committee felt that 
short-term courses in subjects like land mortgage banking, co-opera- 
tive marketing, industrial co-operation, and warehousing should 
be organised. Accordingly, ad-hoc courses on co-operative market- 
ing were organised at tw'o of the Regional Training Centres, w/r., 
Poona and Meerut, as an experimental measure. A special course 
in land mortgage banking commenced at the Madras Regional 
Training Centre on June 1, 1956 (Source; Report of the Central 
Board of Directors of the Reserve Bank of India for the year ended 
30th June, 1956). 

In 1960-61, the Reserve Bank sanctioned loans amounting to 
Rs. 3.75 crores from the Bank’s National Agricultural Credit 
(Long-term operations) Fund to 12 State Governments to enable 
them to contribute to the share capital of co-operative credit inslitu- 
tions. Gross disbursements out of the above Fimd since its incep- 
tion on February 3, 1956 to June 30, 1961 totalled Rs. 40 crores ; 
the total amount transferred by the Bank to the credit of this Fund 
during the same period was Rs. 50 crores. As of June 30, 1961. 
the amount to the credit of the Bank’s National Agricultural credit 
(Stabilisation) Fund stood at Rs. 6 crores ; this Fund has not been 
drawn upon so far. 
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During 1960-61, IS State Co-operative Banks were sanctioned 
aggregate credit limits for Rs. 110 55 crores at tlie concessional 
rate of 2% below the Bank rate as compared to Rs. 7.62 crores in 
1950-51 . In addition one State Co-operative Bank was sanctioned 
a credit limit of Rs. 1-90 crores at the Bank rate for meeting the 
working capital requirements of seven co-operative sugar factories. 
Besides, the Bank has sanctioned medium-term loans aggregating 
Rs. 4-68 crores out of the National Agricultural Credit (Long-term 
Operations) Fund for agricultural purposes. The Bank has also 
subscribed a sum of Rs. 23 lakhs towards debentures floated 
by Central Land Mortgage Banks with maturity var 3 dng from 
8 to 20 years. Credit limits aggregating Rs. 50 lakhs were 
also sanctioned by the Bank to two handloom weavers' co- 
operative societies for financing bonafide trade or commercial 
transactions. 

During the year 1960-61, 291 co-operative banks, 6 sugar 
factories and 103 large-sized credit societies were inspected by the 
Bank. Out of the 1,420 inspections carried out so far, 80 were in 
respect of State co-operative banks, 1055 of Central co-operative 
bank, 12 of industrial co-operative banks, 9 of central land-mortgage 
banks, 9 of sugar factories and 255 of miscellaneous societies 
(Source: Reports of the Reserve Bank’s Central Board of Direc- 
tors for the year ended the 30th June 1961). 


Nidhis and Chit Funds of Madras 

The leading idea of Nidhis is mutual credit. Some persons 
form a company under the Indian Companies Act and attract other 
members. Funds are raised by monthly subscriptions, which are 
available for loans to members and repayment vdth interest by 
monthly instalments. The objects of the Nidhis are to foster the 
habit of thrift, stimulate saving, repay past debts, build and 
repair houses and to give the members the benefit of cheap credit. 
These are like mutual loan associations but some Nidhis are indis- 
tinguishable from joint-stock banks, as they attract deposits as well, 
as in Coimbatore. The clientele of tlie Nidhis is usually composed 
'of the officials, traders, merchants, agriculturists Their total 
working capital was estimated to be Rs. 4 crores in 1929. Loans 
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are advanced on the security of share-capital, deposits, goods in 
warehouse, jewellery, unmovable properly and Government 
papers. They provide agricultural credit to a great extent. 


Nature of Agricultural Credit 

Agricultural credit may be classified from three points of 
\dew, viz., (a) the purpose for which credit is intended, (fc) the 
length of the period of the loan, (c) the securi^ against which 
loans are granted. 

(a) Purpose- — Agricultural credit is intended for purchasing 
land, seeds, tools and appliances, and also for effective permanent 
improvements of land. Credit for permanent improvements of 
land may be called Settlement and Development Credit. Credit 
required for the purchase of agricultural tools, seeds, fertilisers is 
called Production and Equipment Credit. Credit is also needed 
for the marketing of produce which may be called Marketing 
credit. 

(b) Period of loan. — ^Long-term credit is required usually for 
a period of five to thirty years for the purchase of land and for 
permanent improvements of land. Naturally the period of repay- 
ment is spread over several years by easy instalments. The maxi- 
mum period for such loans is 36^ years in New Zealand, 50 years 
in Italy and Japan, 60 years in Denmark and 75 years in 
France. 

Medium-term credit, intended for the purchase of stock and 
machinerAL for small and occasional improvement, for the "pro- 
duction of crops involving a long economic lag’’, varies from two 
to five years. In the IJ.S A. for tlie suppl}'' of intermediate credit. 
Federal Intermediate Credit Banks were established in 1923 under 
the Agricultural Credit Act. 

Short-term credit is required for transplantation, harvesting, 
payment of land-revenue, incidental expenses for the maintenance 
of the family, purchase of manure, seeds etc. and is usually repaid 
out of the sale of the harvested crops. Such credit is also needed 
for the marketing of the produce. 

(c) According to Security . — 

f{) Farm mortgage credit secured against mortgage of land 
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(«) Chattel 'and collateral credit ; the former being granted on the 
security o£ fanner’s crops, live-stock, warehouse receipts, and the 
latter on the security of other properties like shares, bonds, insur- 
ance policies etc. ; (lii) Personal credit is granted on the promissory 
notes of the farmers wthout any security. 


Essence of a Good System of Agricultural Credit 

1. A good system of agricultural credit should ensure an 
equalisation of the terms of credit. Credit to agriculture 
should be available at rates comparable to those paid by 
other industries. In short, credit should be granted to 
agriculturists at reasonable terms, for which (a) there 
must be some agencies for the collection of funds and for 
distributing them amongst the farmers, (6) the risk to 
lenders must be reduced to the minimum, (c) the emer- 
gence of any monopoly in the capital market, whereby 
farmers may be exploited, should be prevented. Specia- 
lised institutions for agricultural credit can help a great 
deal in equalising the credit terms, when they are linked 
up Avith the Central Bank of the country and develop 
branch banking. The development of the market for 
agricultural bills, hundis, warehouse-receipts etc. may 
also render easy the flow of agricultural credit. Simpli- 
fication of the legal procedure, reduction of stamp duty 
and other legal charges etc. may make credit less costly. 
As Belshaw points out, "The capacity of credit institu- 
tions to act as a buffer or to spread risks is one of 
the important tests of a good system of credit to 
agriculture.” 

2. Agricultural credit should be dispensed in a manner suited 
to the convenience of the farmer. Long-term credit, 
medium-term credit and short-term credit should be 
distributed according to the requirements of the farmers. 
The period of repayment should be determined on 
an instalment basis ha\dng regard to the repaying capacity 
of the peasants. Credit should be adequate for the pur- 
pose it is intended for, and be available without the least 
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possible delay. The credit system should be elastic, as 
for example, when crops are moving to the market, credit 
should be expanded. 

3. A good system of credit should safeguard the interests of 
the fanner. If any property of the farmer is to be sold 
for the liquidation of his indebtedness, the surplus, that 
will remain, if any, after adjustment of the indebtedness, 
should be returned to the farmer. 


Effects of Debt Relief Legislation on Credit 

Various legislative enactments have been passed in different 
provincial legislatures to relieve the peasants of the dead-weight 
burden of indebtedness. The immediate effect of these measures 
was the severe contraction of credit in rural areas. The village 
money-lenders felt hesitant to advance credit to the peasants as 
the repa 5 mients were found to be uncertain in case those relief 
laws were once set in motion. As a result, the peasants were 
denied the benefit of credit, which was responsible for a serious 
handicap on their agricultural pursuits. But the Reserve Bank 
of India is of the opinion that though this has caused some hard- 
ship to the cultivator, it has not been an unmixed evil. So far as 
it could check the propensity of the peasants to approach the 
monej'-lenders for borrowings to be used for unproductive purposes, 
it bad a salutary effect in the end. But the difficulty of the peasants 
in securing credit for pursuing their occupations was aggravated 
as they had no alternative source of credit. During the time these 
relief measures were enacted, the co-operative movement of our 
country was more concerned with re-organisation than with 
expansion. In the absence of alternative sources of credit, the 
peasants had to suffer from acute scarcity of credit even for pro- 
ductive purposes. So it was widely held that measures for debt 
relief and for regulation of money-lenders ought to have been 
supplemented by an organised development of co-operative societies 
to grant credit for productive purposes with a mew^ to helping the 
peasants tide over their difficulties. 

Another effect of theSe measures is a significant decline in the 
number of unsecured loans. The money-lenders > began to insist 
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on the pledging of tangible securities for the raising of any specific 
credit, instead of personal security. Besides this, the peasants, 
who have an inelastic demand for credit, abetted the money- 
lenders in evading the law. In Madras it has been pointed out 
that “the small holder or the uneconomic holder now agrees to an 
inflation of the principal of the loan to compensate for the loss, 
caused to the creditor by the legal rate of interest. The agri- 
culturist who has excess lands, mortgages them TOth possession, 
thereby evading calculation of interest at the legal rate. Payment 
of interest in kind has been stipulated in certain cases.” Thus the 
creditors and debtors combine together to get over the barriers of 
law and as a result the very purpose of legal protection of ryots’ 
interests is frustrated. 

Another unwelcome feature of such measures is that such relief 
measures have been adopted piecemeal. Relief has been afforded 
to debtors not by a single Act but by a series of Acts and as a 
result a sense of uncertainty has been bred in the minds of the 
creditors. “^Vhat creditors complain of is about the uncertainty 
of the laws which are sprung on them from year to year. A com- 
prehensive scheme of debt legislation will be less resented by 
the creditors, as they can adjust themselves to the new situation and 
carry on the business of money-lending.” 

Debts have been scaled down no doubt by the Conciliation 
Board, but there is no machinery which will lend credit to ryots 
to pay off those scaled down debts. So such relief measures ought 
to have been supplemented by the scheme of debt clearance in 
order to be effective. The land-mortgage banks could have helped 
considerably in this matter, but unfortunately no systematic 
attempt has been made to develop these institutions. In the 
absence of organised agencies for debt clearance, the debt relief 
measures can hardly bear any fruit. 

All schemes of debt relief and debt clearance are mere pallia- 
tives. These cannot remove the root cause of the poverty of the 
peasants, unless a comprehensive agricultural policy is chalked 
out for the improvement of agriculture itself. Debt conciliation 
can onty be a non-recurrent emergency measures These measures 
possess utilitj' at a certain stage, and thereafter are to be supple- 
mented bj’^ such measmres, which will aim at preventing the rj'ot 
from getting into debt again. 
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All-India Rural Credit Surtoy 

The All-India Rural Credit Survey was undertaken on the re- 
commendation of an informal conference of co-operators, econo- 
mists and administrators convened by Shri B. Rama Rau, Gover- 
nor of the Reserve Bank, in 1951. The conduct of the Survey was 
entrusted bj' him to a small committee of Direction of which 
Shri A. D. Gonvala was the Chairman. The Committee rvas asked 
not only to plan, organize and supervise the Survey, but also to 
interpret its results and make recommendations. 

The General Report is divided into ten sections. Section 1 
presents the background of the problem in some detail and lays 
special emphasis on the socio-economic features which have to be 
taken into account. Section 11 briefly analyses the problem and 
postulates the requirements which have to be satisfied for a solu- 
tion to be regarded as adequate. In the light of such criteria. 
Sections III to VI provide a study of the working of each of the 
existing agencies of rural credit, private and institutional, Sections 
VII to IX contain the recommendations of the Committee, and. 
in conclusion, Section X refers briefly to the larger context 
of both problem and recommendations, namely a total task of 
national reconstruction which conforms to the directives and aims 
at the objectives laid down by the Constitution. The basic data 
relied upon are principally those collected during the survey from 
1,27,343 families in 600 villages selected from 75 districts spread 
over different parts of India ; but other material has also been ex- 
tensively drawn upon in the formulation of the Committee’s re- 
commendations. 


Background, Objectives and Requirements 

The Report recalls that out of nearly 86 crore people who inhabit 
India, about 30 crores — or five out of every six — live in the rural 
area. Some 70 per cent of the total population is either engaged in 
agriculture or is dependent on those so engaged. About half the 
national income is derived from agriculture, animal husbandry and 
allied activities. If the rural population is taken by itself, those 
who are sustained by agriculture — ^whether as earners or depen- 
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dantSj and whether as producers, labourers, or others — consti- 
tute more than 80 per cent of the total ; and of the remaining 
20 per cent, more than two-fifths find their livelihood in rural indus- 
tries. India, therefore, is essentially rural India, and rural India 
is virtually the cultivator ; or, if the last term may be enlarged, 
rural India is virtually the cultivator, the village handicraftsman 
and the agricultural labourer. 

The First Five-Year Plan lays considerable emphasis on in- 
creased agricultural production. The emphasis is likely to be even 
greater in future Plans. This will be rendered necessary by a fast- 
growing population. On one computation which takes this factor 
into account, the mere maintenance of the current levels of con- 
sumption will necessitate a stepping up of agricultural productivity 
from 70 million tons in 1951 to 85 million tons in 1961 or an increase 
of 21 per cent. The dynamic programme of agricultural produc- 
tion that will be needed to achieve such an increase will not be 
possible without an equally dynamic programme of agricultural 
credit. 

Large holdings, in India, are relatively few and are likely to 
be fewer as a result of the land policies which Govermnents have 
adopted in pursuit of social ends. The medium and small culti- 
vators, who now constitute about 70 per cent of the total, will 
become increasingly important as the persons whose needs have 
to be studied and borne in mind in the formulation of policies of 
agricultural credit and agricultural development. Medium atid 
small holdings now account for about 41 per cent of the agricul- 
tural produce of the country ; but, as large holdings give place to 
that not so large, more and more will the latter be significant even 
in terms of their share in the total production. At the end of the 
First Five-Year Plan, the total cropped area wtII have increased 
by 100 lakh acres, but only a small part of this additional cropping 
will be on reclaimed land. With little new’ land left to be brought 
under cultivation, the increased production must for the greater 
part take place on holdings already cultivated ; the modes of 
increase, in other words, must in the main be in the nature of 
more intensive ublization of land ; they have to consist, for 
example, of better seed, more water, more fertilizer, better imple- 
ments and better techniques of cultivation. All this will mean a 
considerable outlay in terms of finance and effort. Part of the 
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cost, as in irrigation, will no doubt be borne by the State, but for 
the rest, most cultivators will have to be helped with credit to 
meet the initial and recurring expenditure needed for improve- 
ment of land and increase of production. This will be in addition 
to about Rs. 750 crores which the cultivator, at the present level 
of his productive operations, may be said to be borrowing every 
year by vrzy of short, medium and long-term loans. 

By and large the cultivator is unable to put b 5 ^ after each 
harr’est, what he needs till the next for farm business and family 
maintenance. His normal credit requirements during any year 
must therefore include both the elements of ‘production’ and 
‘consumption’. He also borrows and spends, sometimes undnly, 
on marriages, funerals and the like. The smaller the holding he 
cultivates, the more is his dependence on the other forms of 
earning ; the small cultivator, for example, has often to resort to 
carting or agricultural labour. For the cultivator generally — ^w’he- 
ther his farming economy be small or medium or, in relative terms, 
even large — there is great need of enlargement of the scope of his 
subsidiary occupations ; these may, for instance, be either agro- 
industrial like the processing of paddy, sugarcane, cotton and 
groundnut, or of a ‘mixed farming’ type like dairying and the 
rearing of livestock in conjunction with the cultivation of land. 
Finally, of great importance in the economic life of the villager, 
w’hether or not he is a cultivator, is the non-farming sector of 
production represented by cottage industries. A satisfactory 
scheme of rural credit must cover all these needs. Further consider- 
ing the problem against the background of the constitutional 
objectives, the socio-economic background of the Indian village, 
the pattern of short, medium and long-term requirements of credit, 
and the security which the bulk of the cultivators can norraallvf offer, 
the re-organized system of institutional credit should fulfil the 
following requirements: 

(a) it should be associated with the policies of the State, 
especially those which aim at larger rural production ; 

(b) it should be an effective alternative to — though not 
necessaril}' a complete substitute for — the private agencies 
of credit ; 

(c) it should have the strength of adequate resources and well- 
trained personnel, as distinguished from the weakness 
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W’luch is the present characteristic of co-operative credit 
whether in finance( administration or supervision ; 

(d) it should be in a position to co-ordinate its activities not 
onty internally in relation to the different sectors pertain- 
ing to short-term, medium-term and long-term credit but 
also with complementary arrangements for marketing, 
processing and other economic activities of the cultivator ; 
also, it should be in a position to co-ordinate its activities 
with those of the important institutional agencies, includ- 
ing Government, which are engaged in guiding the villager, 
improving his methods of cultivation, supervising his ope-' 
rations or educating him to avoid wasteful practices ; 

(e) it should pay special attention to the needs of the medium 
and small cultivator, and should, therefore, be based on a 
type of security that, consistently with its adequacy from 
the point of the creditor, will enable as large a number 
of solvent producers as possible to use the facilities avail- 
able through it. In other words, it should lend not merely 
on the security of land and other more usual forms of a 
security but also on the security of anticipated crop ; 

{/) it should disburse credit in a constructive way for the 
positive benefit of both producer and production ; it 
should therefore effectively supervise the use of the credit 
and constantly bear in mind the borrower’s legitimate 
needs and interests ; and 

is) it should be such that it helps in the effective growth and 
development from the village upwards, of the co-operative 
form of organisation. 

With these considerations in mind, the Committee proceeds 
to examine the record of various credit agencies, private as well as 
State or State-associated, in order to assess past performance and 
future significance. 


Record of Existing Credit Agencies 


The following percentages give an indication of the extent to 
which the main agencies of rural credit contribute to the total 
borrowings of the cultivators; 
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Credit agency Proportion in the borroteings 

{per cent) 

3-3 

3-1 ' 

0.9 
14-2 
1-5 
24-9 
44-8 
5-5 
18 


Total ... 100-0 


\^Tiat srtikes the eye at once is the startling insignificance of co- 
operative credit in this picture. In quantitative terms, it is little 
more than 3 per cent of the total borrovangs of the cultivator. 
That or worse is the position in many States. Nor is that all. 
For, what reaches the medium and small cultivator from the co- 
operative institutions is a mere fraction of the little that co-opera- 
tives provide. As a rule, the credit supplied by co-operatives tends 
to follow o\vnership of land ; it could be related to produce, if pio* 
duce were channelled through co-operatives ; but co-operative 
marketing is itself ineffective and insignificant. Co-operative 
credit is more developed than co-operative marketing, but, even 
so. much the larger part of the cultivating population is stiU out- 
side its ambit. There are large parts of fee country which co- 
operation has not hitherto covered. Even in those areas to which 
it has e.xtended, there are large sections of the agricultural popula- 
tion which still remain outside its membership ; and even in respect 
of those who are members of co-operative credit societies, the large 
bulk of the credit requirements is met from sources other than co- 
operative. The magnitude of this three-fold inadequacy is such 
as to warrant from the quantitative, as distinguished from the quali- 
tative aspect only one 5ndgment namely, "failure" on the fifty* 
year record of the co-operative credit agency in this country. The 
data of the survey confirm that no other description of the record 
would be appropriate. 

The only other type of institutional credit which is of some 
significance to the cultivator is that which is supplied by Gov’em- 
ment — the State Governments and the Central Government — as 


Government 
Co-operatives 
Commercial banks . . 

Relatives 

lUindlords . . 

Agriculturist money-lenders 
Professional money-lenders 
Traders and commission agents 
Others 
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taccavi advances. Grow ]More Food loans, etc. The whole of the 
agricultural finance derived from Government, however, is again 
of about the same volume as co-operative credit ; that is to say, 
it too constitutes about 3 per cent of the total borrowings of the 
cultivator. But the record of taccavi the Committee observes, is a 
record of "inadequacies”. 

(1) inadequacy of amount, inequality of distribution and 
inappropriateness of security ; 

(2) inconvenience of timing, incidental delays and imposi- 
tions of various kinds on the borrowers ; -and 

(8) inefficiency of supervision and incompleteness of co- 
ordination. 

Further, Government loans, like co-operative loans are found on 
investigation to gravitate to the big and large landholder in prefer- 
ence to the mediiun or small farmer. Neither co-operatives nor 
Governments have adequate supervisory arrangements to ensure 
that such small accommodation as they give is utilised for produc- 
tive purposes. 

As direct financiers of the agriculturists, commercial banks are 
utterly negligible. They supply less than one per cent of the total ; 
though indirectly, of course, much of the finance provided to 
traders by these banks percolates ultimately in some form or other 
to the cultivator. It is interesting to note that these institutions, 
including the Imperial Bank of India, are largely concentrated in 
the monetized and commercialized regions'll the country. The 
less developed "subsistence” regions are generally neglected ; in 
these areas credit is not only difficult to obtain, but is also very 
costly. Even the co-operative banks and other co-operative insti- 
tutions are less developed in these areas. 

For much the larger part of what he borrows, therefore, i.c., 
for the balance of about 94 per cent, the cultivator has to depend on 
private credit agencies. Apart from relatives, these include the 
money-lender, the trader, the landlord, etc. The money-lender 
And the trader, between themselves lend more than 70 per cent of 
what the cultivator today borrows. The money-lender takes no 
uccount of purpose, and charges as high a rate of interest as he can. 
The trader lends on advances for production, but pays as low a 
price as he can. In the low economy or 'subsistence’ areas, t.e., 
those which grow little else hut food for local consumption, the 



318 FUNDAStENTALS OF BANKING THEORY AND PRACTICE 

money-lender’s operations assume special significance for the culti- 
vator ; the trader makes a more conspicuous appearance in the 
cash crop or commercialised areas, but here again it is the money- 
lender that predominates. ^ 

Basis of Future Policy 

Summing up the position, the Committee observes of agricul- 
tural credit, as is supplied by the different agencies, that it falls 
short of the right quantity, is not of the right type, and, by the 
criterion of need (not overlooking the criterion of creditworthiness) 
often fails to go to the right people. This is the picture of today. 
But what about the future? Rural credit must be directed prin- 
cipally towards improved productivity ; it must answer the 
long, medium as well as short-term needs ; it must be supervised : 
it must be available to all who are creditworthy and at 
a moderate rate of interest. In Indian conditions, it means 
reaching down to an enormous number of small farmers, making 
advances against the credit instruments and securities they can 
offer, and keeping an effective control over the use to which the 
credit is put. Obmousty, in the village itself no form of credit 
organization will be suitable except the co-operative society. 
Private credit, generally unsuitable, is wholly unsuitable in the 
context of planning for larger production ; and institutional 
credit, which, in broad terms, is the only alternative, tends more 
than ever to confine itself to the bigger cultivators if it is not 
channelled through some co-operative form of association within 
the rural unit of operation. The problem of_, future policy thus 
presents itself as a two-fold consideration in the context of credit: 
Co-operation has failed, but Co-operation must succeed. According 
to the Committee, the foremost objective of the policy then 
becomes the positive and deliberate creation of conditions in which 
co-operative credit iviU have a reasonable chance of success. This 
makes it necessary to analyse the main causes of its failure 

Reasons for the Failure of Co-operative Credit 

Many reasons are usualty given but not always in full 
realisation of the extent and nature of the failure of co-operative 
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credit in India. Functional, structural and administrative defects, 
dearth of Suitable personnel, lack of training, a background of 
illiteracy, the grave and chronic deficiency in roads, storage and 
other vital economic requirements — all these are relevant as part 
of the explanation. The main casues are much deeper. They 
are largely socio-economic in character and are related to certain 
fundamental weaknesses which have developed in the rural 
structure. Some of the factors making for weakness, such as 
caste, have always been there ; some of the weaknesses are 
inherent in most agricultural economies, especially those which 
consist of small units of operation together covering a vast area ; 
but the features most significant in this context are those which 
have emerged from the combined impact of commercial colo- 
nialism, industrialization and urbanization on these pre-existing 
conditions. As a result of all there has been imposed for nearly 
one hundred years, a powerful, urban and highly monetised 
economy on a rural structure which had economically been self- 
sufficient and which socially continued to be based on caste. In 
its origin, the monetized economy was associated with colonial 
commerce ; the latter was supported by colonial rule and adminis- 
tration ; with such commerce and administration were associated 
big financial institutions such as banks and trading houses. In 
its development, this monetized economy derived strength and 
support from all these and in particular from the financial institu- 
tions which indeed were its accompaniment. The colonial rule 
underwent transformations ; it became more and more beneficent 
hi its objectives as well as more and more democratic in its 
character, till finally it gave place to full independence and 
democracy. However, the financial institutions associated rvith it 
or growing under its auspices have in character and functioning 
remained substantially unaltered. In their effect on the rural 
economy, in their relations to it and in their attitudes towards its 
real interests, there has been little change of any significance in 
the powerful institutions of industry, trade and finance. 

Weakness of Rural Economy 

The weakness of rural economy may be regarded as of two 
kinds: (l) internal to the rural structure and (2) external to 
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Tlie - two aspects mentioned above are inlcrrelateci. ^ ^ 

internal weakness, partly inherent in any agricultural economy u 
partly of a type rvhidi is characteristic of Indian condition., 
prevents the cultivator from making use of the external mcchanisnt 
of banking or deriving his due share of iienefit from tha o 
trading. Tlic external mechanism itself, partly on account 0 1 
historical development and inherited attitudes, does not reach dowm 
to any except the top layer of tlie niral economy. It 
the rural economy is not so organized as to be a good busme 
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proposition for urban financial institutions. Meanwhile, through 
its very powerfulness it distorts those processes in the rural 
economy which stand for internal strength and cohesion. This 
distortion is caused partly by the very existence of a strong force 
alongside of a weak one and partly by the interpenetration of the 
former into the area of the latter through money-lenders, traders, 
etc. This interpenetration takes the form of the existence in the 
village itself and within the directorates and managements of rural 
associations and institutions, such as co-operative societies or 
village panchayats, of a strong element of leadership and influence 
which, in its interests and attitudes, is attuned not to the other and 
weaker classes of the rural population, but to the urban forces from 
which it derives its strength. This element is in the forefront 
whether the, \'illage institution is a body nominated from above 
or elected from below. It consists of those who have certain types 
of advantages such as ownership of a big holding or possession or 
relatively large resources together wdth the technique of lending 
■them in the form of cash, or a certain degree of education, even 
rf sometimes no more than such minimum knowledge of the 
language of administoation as enables communication with the out- 
side world of financial power and official influence. Any one of 
ffiese and similar advantages and quite often more than one exist 
m combination gives the possessor a status in the village and a 
power for good or evil far out of proportion to the nature of the 
possession itself. This is almost wholly explained by the access 
which the possessor thereby obtains to the urban sector in which 
oil the real pow'er and influence and finance reside. Much atten- 
tion has rightly been drawn by writers, publicists and committees 
to the Indian villager’s social and educational backw'ardness, to 
his illiteracy on the one hand and to his caste-riddenness on the 
other. These are there and these have always been grave dis- 
advantages. But the point is that they have acquired a new 
dimension of disadvantage in a context in which the enhanced 
power of a few operates in conjunction with the imdiminished 
%alties of caste. The total problem thus created is one which, 
^day^ the internal strength of the village is powerless to solve. 
This is so largely because of the totally disproportionate character 
the other strength pitched against it; a stren^h channelled down 
°iii the sources of pow'er and finance. 

21 
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The picture which thus emerges, with the internal and external 
elements pieced together, is one in which the failure ; 

credit points especially to that important aspect of the failm 
which consists in the relative neglect of the credit needs of toe 
medium and the small cultivator and in the reluctance to enla g 
membership or take on further responsibilities. At the saine tun _ 
the utter inadequacy of the total operation becomes for i p 
explicable in the light of the unequal competition offered 
external mechanism of banking and. linked with it, e ° ® 
unfair opposition in addition to the wholly unequal competition 
presented by the external organization of trade. Apart from me 
competition and opposition are the ingrained, if impdrson 
attitudes which characterize the larger part of the urban sector, 
administrative, financial or banking, in its relations ivifh the ™rm 
area and the rural population. Lack of understandmg and lacK 
of sympathy, let alone a positive desire to help, are further a^ 
potent factors to be taken into account in explanation of the poverty 
of assistance which the rural institutions of credit have denve 


from the urban sources of finance. 

Rural credit in India, therefore, is part of the larger an 
living context of India itself. It can neither be understood nor 
hoped to be solved except as part of such context. As a e 
difficulty its locale is the village, but both cause and remedy ave 
to be sought in other places besides the village ; in this sense i 
ceases to be merely 'rural'. As a felt need its form may e 
borrowing, but the need itself is an economic one and, therefore, 
part of a larger economic activity and purpose ; in this sense i 
ceases to be a merely technical matter of ‘credit’ . Nor is that al • 
The context' has to be further widened be3mnd the conventiona 
limits of rural demography and rural economics. For, the activity 
and purpose which giv'e rise to the need for credit, as well as the 
manner in which the need itself is satisfied,' are conditioned y 
social background, social structure and social attitudes ; an > 
tliough here again the immediate locale of all three is the villag^ 
the background is part of the 'larger socio-economic backgroim 
of the country and of the historical factors underlying it , ® 

structure relates itself to the organization of the .county s Gotern 
ment and of its more important financial and other institubons , 
and the attitudes derive strength or weakness according to c 
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degree of their attunement to the more important social, economic 
and political groups who share between tlicmselves all real power 
in the country. It therefore becomes relevant to take note of the 
fact that power and importance in India today reside predomi- 
nantly in the towns and cities and capitals of the country ; so that 
a search for remedies to the many problems of rural credit must 
necessarily lead one to reflect on urban institutions, urban groups 
and Tirban attitudes as they affect rural well-being. 

The first objective of policy should, therefore, consist in 
undertaking the two-fold task of remedying the internal weakness 
and rectifying the external maladjustment of the rural structure. 
In this sense, the problem of rural credit becomes inseparable 
from tliat of the reorganization of the socio-economic structure of 
the Indian village itself ; in other words, paradoxical as it may 
sound, the problem of rural credit in India is not primarily one of 
rural credit. Rather, it may be said to be one of rural-minded 
credit. 

In the view of the Committee the prescriptions for the re- 
organization of co-operative credit hitherto made or tried were 
in the nature of attempts to counteract the internal weaknesses of 
the credit structure without taking into account the weaknesses of 
the rural structure as a whole, much less its maladjustment to the 
external mechanism of urban trade and finance. Most reforms of 
the co-operative movement, attempted or effected, have therefore 
been in the nature of inevitably futile attempts to combine the weak 
against the strohg in conditions in which the weak have had no 
chance. Thus, effort has been concentrated on thrift, better living, 
multipurpose, etc., without the prior preparation needed for correct- 
ing the maladjustment between the two economies. The arena 
was cleared for a fight between the weak and the strong with the 
rules of the game heavily weighted in favour of the strong. The 
first task is to rectify this position, and enable co-operation properly 
to function. No criticism of that functioning is likely to be useful 
or fundamental imless those conditions are first created. Until 
then, all endeavour at re-organization ^Yill imply the expectation 
that the socio-economic structure internal to the rural sector will 
itself create those conditions by co-operative combination, good 
business methods, etc. That, however, is inherently impossible. 
No amount of small, administrative, functional or other changes 
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can render co-operation able significantly to help itself. At the 
most, these changes will effect some small diminution of its very 
great inability to help itself. The multipurpose idea, for example, 
whether as at present, or extended in scope into rehabilitation, 
cannot, except in the context of a larger and more integrated orga- 
nization, help to bring about the needed results. Any other 
expectation would imply the assumption that if co-operation has 
failed in small things, it is only because it has not attempted bigger 
things. ‘Better living’ can only come as a later, not earlier, 
objective. Indian agriculture has often been distinguished from 
the mode of business which it has in many western countries and, 
in contrast, been called 'a way of living’. The problem in this 
respect is to convert it first into ‘a way of making a living’ and 
then into 'a way of achieving a better living’. Thus credit must 
be considered in conjunction with marketing, processing and allied 
economic activities. All these must go together. Bigger units are 
necessary. Optimum conditions must be created. These involve 
(1) finance, (2) flexibility of finance and (3) business technique. 
Above all, in these and other respects, the strength created must 
be such as to be effective against the competition and opposition 
of private trade and other private interests. None of these can be 
had from the internal resources of the co-operative structure. The 
choice before Co-operation is, therefore, indefinitely to continue in 
various degrees to be imable to help itself or to be helped in order 
that eventually it may not only help itself but need no other outside 
help. 


Essence of the Solution — State Partnership 

In the opinion of the Committee, that initial help, if it is to 
be of the requisite magnitude and of a tjqie which will enable the 
co-operative organisation to withstand the pressure of opposition 
of vested interests, can only come from the State. The manner 
of the help cannot be merely administrative. The State’s way of 
help hitherto has been to over-administer and under-finance. But 
that is no remedy for a total problem which is one not of rural- 
minded credit alone but of rural-minded credit in conjunction rvith 
rural-minded development of agriculture and rural-minded organi- 
zation of marketing, processing, etc. The total programme needed 
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is one of rural re-orientation of the operative forces of the country’s 
administrative and financial organization. ,It implies a combina- 
tion of rural conscience, rural -will and rural direction. Such a 
combination strong enough to be an over-riding factor in the 
situation has to come from Government and the more powerful 
institutions of Government. In Co-operation, there is at present 
what may be described as a combination of the weak at the bottom. 
The State is or ought to be a combination for the weak at the top. 
An effective programme is possible only if the State at one end 
joins hands with co-operatives at the other in an effort to bring 
about the rural-mindedness which is essential to success. 

‘ Thus, through one important part of the Committee’s recom- 
mendations runs the theme, not only of State guidance and State 
aid, but also of State partnership with Co-operatives in credit, 
processing, marketing, etc. Since the operations of the banking 
mechanism as a whole have an important bearing on the first of 
these aspects, viz,, co-operative credit, and the institutional 
development of storage and warehousing is organically coimccted 
with the second, viz., processing, marketing, etc., t\vo other basic 
considerations which underlie different but connected parts of the 
Committee's recommendations are the need for positive state 
association wth a defined sector of commercial banking and the 
need for state initiative and state participation in the creation of 
suitable institutional means for the promotion of storage and ware- 
housing on an all-India scale. For each of these purposes, the 
training of proper personnel is necessary. Another, and important 
aspect of the solution has therefore to be a comprehensive all- 
India programme for the training of appropriate personnel at all 
levels. 


Integrated Schejie of Rural Credit 

Tire integrated scheme of reorganization of rural credit pro- 
posed by the Committee follows directly from this analysis and • 
is based on three fundamental principles of (a) State partnership 
at different levels, (h) full co-ordination between credit and other 
economic activities, and (r) administration through fully, trained 
and efficient personnel, responsive to the needs of the rural people. 
Tiie main features of the scheme are as follows: — 
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(1) Credit ' 

State partnership, including financial partnership, in co-opera- 
tive rural credit in order that such credit may not only be expanded 
and strengthened, but expanded and strengthened for the positive 
purpose of production and for the positive benefit of the rural 
producer. 

(2) Processing, Marketing, Storage & Warehousing 

State partnership, including financial partnership, for the 
benefit of the rural producer, in a programme for the organization 
of processing and marketing on a co-operative basis and for the 
development of storage and warehousing. The proposals in this 
connection include the creation of a National Co-operative 
Development and Warehousing Board, an All-India Warehousing 
Corporation and several State Warehousing Companies. 

(3) Other Economic Activities 

State partnership, including financial partnership, for the ' 
benefit of the rural producer, in a programme for the organization 
on a co-operative basis of such of the other economic activities 
of the village as are of importance to him as cultivator, agricultural 
labourer or handicraftsman, such activities to include farming, 
irrigation, provision of seed and manure, transport, fisheries, 
dairying, livestock-breeding and cottage industries. 

(4) Commercial Banking 

Integration of, and the State’s financial participation in, an 
important sector of commercial banking in order that the State- 
partnered, country-wide banking institution so formed may, among 
other things, be charged with and cany out the positive duty of 
endeavouring to do its best to help the development of rural and 
co-operative banlting. It will be expected to discharge this duty 
by the several means open to it including, principally, the effecting 
of arrangements for the readier and cheaper remittance of money, 
especially in relation to the relatively imdeveloped areas which have 
been neglected by commercial banks and in which, without such 
facilities, no development of rural or co-operative banking is 
possible. (It has been proposed that the institution thus created 
should be called the State Bank of India.) 
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(5) Training 

Recognition of the importance of training a new type of 
personnel altogether, which is not only technically qualified, but is 
also in its sj'mpathies and attitudes rurally biassed in order that 
the new functions devolving on the State by reason of the above 
may be discharged both efficiently and for the benefit of the rural 
population. 

(6) Limitations on State-partnership and State intervention 

Recognition of the need so to design the extent and manner 
of State partnership as to ensure that, while responsiveness to the 
new policies is effectively created, every precaution is talcen to safe- 
guard the essential character of the institution in which such parti- 
cipation takes place and nothing is done such as may lead to State 
interference in its day-to-day working ; recognition, furthei, so 
far as co-operative credit and co-operative economic activity are 
concerned, of the need so to regulate the extent of State partnership 
at different levels as (a) at the rural base to leave scope for the 
societies to become fully "co-operative”, \wthin a measurable 
period, by the process of themselves replacing the State part of 
the share capital and (b) at the higher levels to retain what may 
be described as the major partnership of the State until such time, 
however long, as may be required in the interests of the co- 
operative organization at the rural base which, before it develops 
sufficient strength, and for the purpose of developing such strength, 
will need, against the competition and opposition of private vested 
interests, and for various other reasons, a support which is at 
once powerful, sympathetic, financiall}' adequate and technicallj' 
competent. 

(7) Finance and Funds 

The Committee has proposed the institution of certain fimds 
for the orderly financing of the reorganization proposed. These 
are — 

(t) Under the Reserve Bank; 

(fl) The National Agricultural Credit (Long-term Opera- 
tions) Fund [Rs 5 crores annually besides an 
initial non-recurring contribution of Rs". 5 crores]. 
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(6) The National Agricultural Credit (Staliilization) Pund 
[Rs. 1 crore annually], 

(it) Under the Ministry of Food & Agriculture: 

The National Agricultural Credit (Relief and Guarantee) 
Fund [Rs. 1 crore annually], 

(in) Under the National Co-operative Development and 

Warehousing Board; 

(a) The National Co-operative Development Fimd. 

(b) The National Warehousing Development Fund. 
[Rs. 5 crores annually to be divided between (a) and 
(b), besides initial non-recurring contribution of 
Rs. 5 crores to (6)]. 

(tu) Under the State Bank of India: 

The integration and Development Fund. 

(w) Under each State Government: 

(fl) The State Agricultural Credit (Relief and Guarantee) 
.Fund. 

{b) The State Co-operative Development Fund, 

(ui) Under each State Co-operative Bank, Central Co- 
operative Bank, etc.; 

The Agricultural Credit (Stabilization) Fund. 

Of these funds, the five national funds are of special 
importance. It has been proposed that the allotments for these 
may be rerdewed after a period of five years. 


I — Recoihiendations in Detail 

The principal recommendations of the Committee are summa- 
rized below under the various heads of development and the 
agencies to be charged with their implementation, 

DEr'ELOP.'iENT OF Co-OPEKATrVE CREDIT 

(1) Reserve Bank 

\i) The Reserve Banl: of India should collaborate with the 
State Governments in drawing up plans for the co-ordination and 
reorganization of co-operative credit institutions on the lines re- 
commended. Tor -this purpose, the Reserve Bank should be 
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statutorily empowered to make long-term loans to State Govern- 
ments. It should make these loans, as and when necessary and 
on suitable terms, in order that the State Governments may, 
directly or indircctl 5 L participate in the share capital of State co- 
operative banks, central co-operative banks, larger-sized primary 
credit societies, central land mortgage banks, primary land mort- 
gage banks, etc. The loans ma}' be made from the National 
Agricultural Credit (Long-term Operations) Fund. 

(ii) The Reserve Bank should continue to give short-term 
accommodation on the guarantee of the State Government, through 
State co-operative banks. It should also give medium-term loans 
(of periods ranging from 15 months to 5 5 'ears) to State co-operative 
banks and through them to central co-operative banks or societies. 
The present overall limit of Rs. 5 crores should be removed as well 
as the restriction relatablc to the owned funds of State co-operative 
banks ; the limit should be set by the Reserve Bank’s overall 
appreciation of the financial position of the State co-operative bank, 
central co-operative bank, etc., to which it lends. 

{Hi) The Reserve Bank should be enabled to give long-term 
accommodation (t.c. accommodation for periods exceeding 5 years) 
to land mortgage banks (a) by way of direct loans and (b) by 
purchase of the whole or part of 'special development debentures’ 
of the land mortgage banks. It maj' do so by drawing upon the 
National Agricultural Credit (Long-term Operations) Fund. This 
type of operation, however, will be distinct from that of the normal 
purchase of ‘marketable’ debentures as part of the Bank’s ordinary 
operations and in pursuance of its existing policies. In all these 
cases, both principal and interest should be guaranteed by the 
State Government. 

(iv) The National Agricultural Credit (Stabilization) Fund 
is to be utilized for the purpose of granting medium-term loans 
to State co-operative banks, etc., in circumstances in which the 
Reserve Bank is satisfied that any of its short-term loans to them 
of which repayment has become due cannot, without serious dis- 
location to the co-operative credit structure of the State, be repaid 
in time on account ofLamine, drought, etc., and consequently that 
repayment of such loans, or part thereof, may justifiably be allowed 
to be deferred. In such a case, a book adjustment mil be made 
between the Stabilization Fund and the Banking Department of 
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the Reserve Bank ; the short-term loan will be technically treated 
as repaid but in effect converted into a medium-term loan from 
the Reserve Bank's Stabilization Fund. The Reserve Bank may 
make this facility conditional on the State co-operative bank con- 
cerned maintaining a similar Agricultural Credit Stabilization 
Fund ; the same condition may be made applicable to central 'co- 
operative banks and, where feasible, to the larger-sized primary 
societies ; the Reserve Bank may further insist that part of the 
overdue liability should be met from the Stabilization Funds kept 
within the co-operative credit structure itself. ' 

(u) The operation of these Funds, and the planning and 
execution (wdthin the Reserve Bank’s own sphere) of the pro- 
grammes and policies for which they are intended to be utilized, 
should remain the responsibility of the Reserve Bank and its 
Board, in their normal functioning, and should not be vested in a 
separate body, statutory or other. The Agricultural Credit 
Department qf the Reserve Bank should be reorganized and 
strengthened for the purpose of discharging adequately the addi- 
tional responsibilities placed on the Bank in this context. The 
Standing Advisory Committee of the Reserv'e Bank should be 
continued, though as a smaller expert body. At the same time, 
there should be an Advisory Council which is representative of 
the appropriate interests on a nation-wide basis. This Council 
should be common to the Reserve Bank and the Ministry of Food 
and Agricultmre, including the National Co-operative Develop- 
ment and Warehousing Board. 

(2) Central Government 

The Ministry of Food and Agriculture should utilize the 
National Agricultural Credit (Relief and Guarantee) Fund in 
order to give grants, by way of relief, to co-operative credit 
institutions, through the State Governments concerned, for the 
purpose of writing off irrecoverable arrear, v.'here these have 
assumed a magnitude which threatens the stability of the struc- 
ture and provided that the ilinistry is satisfied that such arrears 
have arisen from causes, such as widespread or chronic famine, 

, beyond the control of the co-operative institutions concerned. 
Relief from this Fund may be conditional on the State Govern- 
ment making a stipulated contribution, for the same purpose, from 
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a corresponding Agricultural Credit (Relief and Guarantee) Fund 
maintained by it. 

i 

(3) State Governments 

0) The State Governments \rill be responsible for the 
implementation of planned programmes of credit development 
which will be drawn up in consultation with the Reserve Bank. 

{»!) Taccavi and similar agricultural loans from State Govern- 
ments, ''and Central Government funds, if any, channelled through 
State Governments, should (subject to the following exxeptions) 
be strictly limited to 'distress’ finance, to meet contingencies such 
as famine, scarcity, etc. The exceptions are as follows; 

(«) Where co-operative credit institutions are yet to be 
developed and purely as a transitional arrangement, 
taccavi maj^ continue to be given for productive purposes. 

I But in all such cases co-operative institutions should be 
sought to be promoted as early as possible. ^ 

(h) Special credit arrangements may be made for certain 
areas or for certain classes of people. The former would 
, include areas which are markedly undeveloped in the 
economic aspect (e.g., areas inhabited by backward 
tribes). The latter would comprise economically back- 
v.'ard occupational classes for whose benefit special policies 
of rehabilitation are adopted. 

(4) The Co-oPerative Movaneni 
(t) Structure and Personnel: 

(a) A phased programme for the reorganization of co- 
operative credit institutions at all levels should be 
drawm up by the State Government in consultation 
with the Reser\'c Bank. 

(b) The reorganization 'Should be on the basis of major 
State partnership. Such State partnership should 
continue to be ‘major’ for an indefinite period at the 
apex and district levels. It will be so for a more 
limited period at the primary level. State participa- 
tion w'ill be direct at the apex level and indirect at 
the district and primarjr levels, i.e., through the 
State Co-operative Bank in the case of central banks, 
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and through the state and central co-operative hanks 
in the case of larger-sized primary credit societies. 

(c) Trained personnel for the key posts of credit institu- 
tions at the higher levels, and where feasible also of 
the larger-sized primary societies, should be ‘deputed’ 
to these institutions, wherever that is necessary and 
suitable, from cadres instituted either by the State 
Co-operative Bank (if sufBciently strong and deve- 
loped) or by the State Government. (For marketing, 
etc., as distinguished from credit, this function of 
providing technical personnel Avill necessarily devolve 
on State Governments and not on State Co-opera- 
tive Banks.) The State Government’s Co-operative ^ 
Service may, in suitable cases, be reorganized in two ^ 
broad divisions: (a) administrative and (b) technical. 
There would thus be a State Co-operative Adminis- ' , 
trative Service (Class I and Class II) and a Sub- 
ordinate Co-operative Service (Administrative ; as 
also a State Co-operative Technical Seivdce) (Class I 
and Class II) and a Subordinate Co-operative Service 
(Technical). 

(ti) There should be co-ordination of the maxiinuin 
possible extent betiveen the short-term and long- 
term parts of the credit structure. \Mjile remaining 
legally and financially distinct from each other. State 
Co-operative Banks and central land mortgage banfe 
should have a common administrative staff and, if 
possible, a common board of directors ; where the ' 
latter is not feasible, there should at least be some 
directors common to the two boards. 

(e) One of the main lines of future development-of the 
primary credit structure should be in the direction 
of organizing larger-sized societies vrith limited , 
liability. 

(/) Complementary to the recommended establishment of 
a National Agricultural Credit (Stabilization) Fund in 
the Reserve Bank individual Agricultural Credit 
Stabilization Funds should }>e instituted by State Co- 
operative Banks and central co-op>erative banks and, -■ 
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wherever possible, ^Iso by larger-sized primary credit 
societies. 

{«) Operaiioits and Supervision : 

{a) The basis for short-term credit should be the system 
oi 'crop loans’ — a system which contentrates on loans 
for productiTC purposes ; provides short-term loans 
on the basis that a crop is anticipated, not that a 
title exists ; relates such loans in amount to tire esti- 
mated outlay on raising the crop ; and, as and when 
tire crop is sold, recovers the loans from the proceeds 
of the sale. It is proposed that the loans, should, to 
the maximum extent possible, be disbursed in kind. 
(6) The subsistence needs of the agricultural producer — 
as distinguished from specific 'consumption' needs — 
should be met, as part of normal agricultural credit 
requirements, by the primary credit society. For 
credit needs connected rvith specific items of consump- 
tion (such as marriages and illnesses), a *chit-fund’ 
may be incorporated' within the framework of the 
' larger-sized primary credit society, ’The membership 
of the chit fund may be wdder than that of the society 
and may include, not only the cultivators, but also 
the agricultural labourers, and the handicrafts- 
men and artisans of the village. 

{c) Medium-term loans (fifteerr months to five years) 
should be provided by the short-term structure of 
co-operative credit ; in this context, special attention 
should be paid to loans for the purchase of livestock. 
The making of long-term loans should be the respon- 
sibility of land mortgage banks ; these should be 
established (or reorganized) in different States. 

(d) At the district level, the central bank or the branch 
of the apex bank should have a ‘section! for dealing 
with long-term credit on an agency basis. This 
‘section’ may be converted into a brandh of the 
central land mortgage bank in course of time. 
Eventually, primary land mortgage banks should be 
' formed. 
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(e) Loans of land mortgage banks should be primarily 
for productive purposes. Different types of aid and 
accommodation from Government and the Resert'e 
Bank are envisaged. The flotation of 'rural deben- 
tures’ IS among the various changes recommended 
in system and procedure. 

(/) Supervision of societies should be a function of the 
apex and central banks ; audit, along tvith general 
administration, should continue to be the respon- 
sibility of the State Government. 


II — ^Development of (1) Co-operative Economic Activity 
Especially Marketing .and Processing and (2) Storage, 
Warehousing and Distribution 

(1) Co-operative Economic Activity. Especially Marketing and 
Processing 

(i) The National Co-operative Development and Ware- 
housing Board should, from its National Co-operative Develop- 
ment Fund, make long-term loans, on suitable terms, to Slate 
Governments to enable the latter to participate in the share capital 
of co-operative societies Avhen undertaking such activities as 
processing, marketing, dairying, etc. 

(«) The State Governments 

The responsibility for strengthening the administration, 
for providing the necessary technical services and 
generally for implementing a planned programme in 
respect of the development of co-operative processing, 
co-operative marketing, etc., will of course primarily 
' vest in the State Government. 

{in) The Co-operative Movement 

(a) Co-operative societies for marketing, processing, 
dairying, etc., may be organized in conformity with 
a plan drawn up by the State Governments in con- 
junction with the National Co-operative Development 
and Warehousing Board. The organization of the 
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societies should be on the basis of major State- 
partnership. Trained technical personnel for these 
purposes should be provided by the State Govern- 
ments. 

(6) Extension and development of co-operative market- 
ing societies at the primarj^ level and at the other 
levels to tlie extent necessary to support the primary 
structure, is envisaged. The programme should be 
vigorously pursued ; but, to start with, societies 
should be organized at selected places after adequate 
preliminary consideration and preparation, with a 
view to complete success being assured at the im- 
portant initial stage of development. This also 
applies to societies for processing and other important 
economic activities. 

(c) It is necessary to ensure by positive State supervision, 
that every marketing society at the primary level is 
so composed and organized and its affairs so con- 
ducted that the medium cultivator certainly, and the 
smaller cultivator wherever possible is effective!}- 
represented in the organization and his interests 
adequately looked after by those in charge of it. 

(d) Wherever a regulated market exists in the area of 
operations of a primary marketing society, the local 
marketing society (as also the local co-operative 
banking organization, if any), should have the right 
to nominate one or trvo of its members on the 
Market Committee ; where the regulated market 
happens to be managed by the All-India Warehous- 
ing Corporation or the State Warehousing Company, 
this right would be exercised in relation to ^the 
Advisory Committee formed to assist the officer of 
the Company or the Corporation. 

(e) In regard to marketing societies (also processing and 
similar societies), there should be compulsory addi- 
tional contribution to share capital, tlie amount of 
contribution being related to the turnover of a 
member’s sales through that society or to the size 
of tile loan taken by the member (from, for 
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example, a credit society \dth As’hicli the operations 
of the marketing or processing society are co- 
ordinated). 

(/) As a rule, there should be no compulsory acqmsition 
of processing plants for the purpose of entrusting 
them to co-operatives but, •where members of a co- 
operative society or persons prepared to form them- 
selves into a co-operative society offer to subscribe 
not less than 30 per cent of the share capital, the 
State Government may, after notification, compul- 
sorily acquire the concern for this purpose. 

(g) State Governments should take steps for licensing all 
plants, factories and mills (other than at the cottage 
industry level) engaged in the processing of agricul- 
tural commodities or in related activities and mean- 
while promote, as soon as possible, such legislation 
as may be necessary for the purpose. Before issuing 
a new licence in any particular area Government 
should ascertain whether any existing co-operative 
society, or one likely to be formed, is both willing 
and in a position to take up the work. In that event, 
the licence should be issued to the society and not 
to the private paityL 

(2) ^Storage, Warehousing and Distribution 

(t) The National Co-operative Development and Ware- 
housing Board should be in charge of two distinct, but organiza- 
tionally inter-related, lines of development concerned with storage 
and warehousing on the one hand, and distribution on the other, 
the distribution pertaining to the basic requirements of the 
cultivator (a) as producer and (b) as consumer. It should plan 
and finance such activities by granting loans, subsidies, etc., 
drawing for this purpose on the National Warehousing Develop- 
ment Fund. Another use for this Fund will be' to -enable the 
Board to subscribe to the share capital of the All-India Ware- 
housing, Corporation besides enabling the latter, as w’ell as State 
Governments, in their turn, to subscribe to the share capital of 
State 'Warehousing Companies. Jiastly, the State" Warehousing 
I Companies can themselves contribute to the share capital of 
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co-operative marketing societies, etc. , which take up the 
proATsion of storage or warehousing as one of their primary 
functions. 

(it) The All-India Warehousing Corporation should be in 
charge of the development of storage and warehousing at centres 
of all-India importance. 

(ill) The State Warehousing Companies, formed by joint 
contribution to the share capital by the All-India Warehousing 
Corporation and the State Governments concerned, should be in 
charge of the development of storage and warehousing at centres 
of importance at the State or district levels. 

(in) The management of the regulated markets, if any, at 
centres to which the All-India Warehousing Corporation or the 
State Warehousing Company has extended its operations should 
be statutorily entrusted to that institution. A local Advisory 
Committee may be appointed to assist the officer of the institution 
at such places. 

(n) The co-operative organization ^vill be concerned with 
the development of storage and warehousing in the interior of 
the district, e.g., in smaller tovms, especially if such towns 
happen to be marketing centres. The picture will be complete if 
Societies in the bigger villages will also each build their own 
godowns, seed stores and so on, in exercise of their multi-purpose 
functions." 

(vi) At all the levels mentioned above, godowns and 
warehouses may also be used for the purpose of distri- 
bution of commodities such as fertilizers, etc., as also articles 
of basic use to the cultivators such as sugar, kerosene and 
matches. Such distribution should be done on an "agency” 
basis, i.e.^ without trading risk to the Corporation, Company or 
Society. 

(oh) There wall ordinaril3' be no compulsory acquisi- 
tion of godowns and warehouses for the purpose of en- 
trusting them to the All-India Warehousing Corporation or 
u State Warehousing Company or a co-operative society ; 
where, however, a godown or a warehouse is situated at 
^ regulated market or other place notified in this context, 
the acquisition may be compulsory, but on payment of 
compensation, etc. 

22 
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III — DeVEI OPMENT Or RURAE and Co-OPEflATITC 
Banking Facilities 

These faciliDes avtII be provided principally the State Bank 
of India. The object of the Committee is the creation of one 
strong, integrated, State-sponsored, State-partnered commercial 
banking institution with an ^effective machinery of branches spread 
over the whole country, which, by furtlier expansion can ly 
put in a position to take over cash work from non-banking 
treasuries and sub-treasuries, provide vastly extended remit- 
tance facilities for co-operative and other banlcs, thus stimu- 
lating the further establishment of such banks, and, generally, 
follow a policy of advances including advances for agricultural 
purposes — ^which, while not deviating from the canons of sound 
business, will be in effective consonance with national policies 
as expressed through the Central Government and the Reserv'C 
Bank. 

(t) The State Banl: of India should be formed by the 
statutory amalgamation of the Imperial Bank of India and the 
other State-associated banks, namely, the State of Saurashtra, 
the Bank of Patiala, the Bank of Bikaner, the Bank of Jaipur, 
the Bank of Rajasthan, the Bank of Indore, the Bank of Baroda, 
the Bank of Mysore, the Hyderabad State Bank, and the 
Tranvancore Bank (together with a few minor banks) ; the share 
capital of the new institution should be expanded, and the addi- 
tional shares allotted (on the basis of non-transferability and 
restricted dividend) to the Government of India and the Reserve 
Bank ; in addition, the Government of India should also fake 
over certain shares now held by State Governments ; together, 
the Central Government and the Reserve Bank should hold 
a majority of votes in the State Bank. The Committee has 
suggested that the composition of the share capital of the new 
institution should be such that the Government of India and the 
Reserve Bank wall together hold 52% of the share capital and 
of the votes. 

(tt) A majority of the Directors of the Central Board of the 
State Bank should be nominated by the Central Government and 
the Reserve Bank. The Chairman should be appointed by 
Government after consultation with, the Board. The appointment 
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or removal of the Managing Director and the 

Director should be subject to the approval of Govenm • 

(hi) There should be six Local Committees, 

suitable areas into which the jurisdiction o the Local 

dmded. ^The Chairman and a majority of members of the Loca. 

Committees should be nominated by the Centra o . ^ 

(iv) The State Bank of India should 
expeditious programme of branch extension 

district headquarter places. Government and 

.(u) The di%ddend on the ^ o/^ should be credited 

the Reserve Bank which should not e\ /o.^ established within 

to an ‘Integration and Development Fun agreed level, 

the State Bank itself. The losses, if beyo"^ ^e agr^^ 

on the opening of new branches shou establishment of the 

as also certain expenses consequen ;„:fiai contribution of 

Bank. It has been suggested that ^ and when 

Es. 50 lakhs and subsequent ad hoc cot ^ Government and 

necessary) should also be made to 

the Reserve Bank. , gank of India to be 

(ui) It wiU be expected of ^ ^ connected ^vith 

responsive to the needs of co-opera v^^ tiranch expansion of tlie 
credit, marketing and processing. , wherever possible, 

state Eaak o£ India should ’co-operative credit, 

positively associated should be given at the 'sub- 

Particular attention to thi P® 
divisionaV level. 


...■c. TTArlUTIES FOR THE TRAINING 
- jy—Development of Fa 

OF Personnel 

^ r'mrvuTrtittee for Co-operative Training, which 

(j) The Central Co co-operative training on a 

is already takmg «^P" regional centres for inter- 

countrjnMde basis w All-India Centre at Poona for 

mediate personnel) and (&) by improving the 

higher ^ subordinate personnel m collaboration with 

training facilities required) be placed in 

State GovernnaenB, Government ofjndia and the 

possession ot largi-i 
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Reserve Bank in order that it may further enlarge the scope and 
expand the coverage of its training facilities. 

{it) The training facilities should cover all levels of training, 
and all personnel whether departmental or institutional. In parti- 
cular, attention should be paid to banking, marketing and industrial 
co-operatives, as also to administration, supervision and audit. 

(tit) The training facilities should be co-ordinated with the 
needs of the personnel of community projects and extension 
blocs. 

(iv) In organizing such training, the Central Committee 
should take full account of the need to train a new type of 
ofi&cial who Avill be responsive to rural needs, besides possessing 
the necessary background of training. 

Miscellaneous Suggestions and Observations 

(1) jRole of Private Agencies 

As the whole object of the Committee’s scheme is to attempt 
to develop and strengthen a State-partnered co-operative banking 
structure so as to provide an effective institutional alternative, 
and therefore, a rival to the money-lender, and thereby direct his 
energies and resources to activities more useful from the point of 
view of the cultivator, the Committee has not assigned any place 
to the private money-lender in the scheme. A hope is, however, 
expressed that the private money-lender as well as the trader, 
indigenous banker and the commercial banks (other than State 
Bank of India) will, in their individual degrees, supplement the 
integrated scheme of rural credit, though not finding place in the 
scheme itself. The commercial banks, in particular, will be 
enabled, through the provision of a wide network of godo%vns and 
warehouses, to make credit available for agriculture on a much 
larger scale than hitherto. 

(2) Rural Savings 

The Committee has observed that the proportion of rural 
families who were in surplus and had, therefore, financial invest- 
ment to report was significantly low ; so also was the size of the 
investment Daring the survey years, investment in the form of 
shares, deposits, etc. from owned resources amounted, on an 
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average, to less than Rs. 4/- per family, barring 2 regions, where 
it ranged around Rs. 10/- per family. It was noticed that 
a substantial proportion of the total expenditure on such items 
of financial investment (which need not be regarded as being re- 
quired for meeting current capital or other needs, whether of 
production or consumption) was, as a rule, accoimted for by the 
topmost cultivators. For these big cultivators, the relevant pro- 
portion ranged from 40% to 90% in most regions, whereas the 
medium cultivators accounted for less than 20% and the small 
cultivators for hardly 5%. The position was similar in regard to 
funds estimated to have been invested by rural families in lendings. 
On the other hand, many cultivators bad unfulfilled credit needs 
of various degrees in connection with expenditure on farm develop- 
ment. These requirements amounted to about Rs. 1,300 per 
family for the top 50% of the cultivators and about Rs. 800 per 
family for the other* half. Among the more important purposes 
for which the unavailable credit was stated to be required were 
increase of the size of holding, digging of wells and purchase of 
bullocks. From the data available to it, the Committee has 
concluded that — 

(а) the need to make rural savings possible is much more 
important than to render rural savings available ; 

(б) to the extent they exist, rural savings are most likely to 
be rendered available where most seem to be used for 
rural needs ; and 

(c) rural savings fall so short of rural needs, that they must 
be supplemented from, not diverted to, urban areas. 

The Committee has suggested that Government loans should be 
designed to mobilize savings from urban and semi-urban areas 
rather than from rural areas. These latter should be left to be 
drawn upon by the land mortgage banks and co-operative societies. 
According to the Committee, there are four specific ways in which 
the Primary Credit Societies, the Central Banks, the Central Land 
Mortgage Banks and the marketing, processing and other societies 
should be able to mobilize rural savings on a much larger scale 
than hitherto, viz., by the promotion of chit funds, retirement of 
Government capital in co-op>erative banks, etc., development of 
co-operative marketing, processing and other forms of economic 
activity and by issue of co-operative debentures of land mortgage 
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banks. The Committee recommends that rural debentures issued 
by land mortgage banks should, as far as possible, be for specific 
projects of development in which the villager is interested in 
different degrees, and should be issued at the time of harvest and 
sale of crop. In regard to the period of repayment, these deben- 
tures should be so designed as to suit the requirements of the rural 
investor. The Committee considers that any extension of the 
experiment of mobile banks should be restricted to areas which 
present no near prospect of development in the sphere of co- 
operative credit. A mobile bank in any area should be allowed to 
function only on the condition that the commercial bank concerned 
undertakes to advance, for agriculture and allied purposes, 
amounts not less than the deposits it collects from that area. 

(3) Debt and Tenancy Legislation 

The Committee accepts the social desirability of the different 
types of legislation of importance to rural credit, viz., debt relief, 
money-lending, tenure and tenancy, but it considers that the 
curtailment of private credit, whether from the money-lenders or 
the landlords, is implicit in these measures. Complementary to 
the desirability, therefore, is the need that is seldom recognized: 
the need for large-scale development of institutional credit, co- 
operative or State-sponsored. Social change of the kind that is 
being legislated for rvill not come and hitherto has not come — 
without corresponding dislocation in the particular sectors of 
reform as its accompaniment. Even as it is desirable to provide 
for the change, so also is it necessary to provide against the 
dislocation. Again, between the need to make the cultivators’ 
rights in land inalienable for reasons of social policy and the need 
to make them alienable so as to facilitate the obtaining of credit, 
specially long-term credit, a certain degree of conflict is inherent 
in the developments. Here also, therefore, social desirability is 
accompanied b3' complementary needs, one of which is the need 
for a change in the present emphasis which institutional credit 
of all types — short-term, medium-term and long-term — lays on 
ownership. In regard to some of these types, for example, there 
might have to be a shift of emphasis from ownership to produc- 
tive capacity — ^from land to produce from land — as the basis of 
credit, and from dependence on eventual sale of land to dependence 
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on effective supervision of operations as the basis of recovery of 
credit. 

In regard to the control of the activities of the money-lender, 
ivhile the Committee generally supports the recommendations of 
the Agricultural Finance Sub-Committee, it considers that the 
rates of interest prescribed in the different States should be 
reviewed and revised in a realistic manner. It also recommends 
a review of the arrangements for the enforcement of the money- 
lending legislation by provision of adequate supervisory staff, 
preferably under the Registrar of Co-operative Societies. 

(4) Stabilization of Agricultural Prices 

One of the assumptions made by the Committee and one 
which underlies its recommendations is that Government s price 
policies will be such as to ensure that stability of agricultural 
earnings and therefore the stability of agricultural credit. It is 
pointed out that, if the need for price support should arise, there 
will have been established, in pursuance of one set of its 
recommendations, an important instrument of policy in the form 
of a widespread network of godowns and warehouses (together 
with an organized structure of co-operative processing and 
marketing ) at various points in the country, strategic for the 
purchase and storage of foodgrains. This machinery will also be 
of great importance in the reverse contingency of a policy of price 
control. To the extent that Government decides to seek to 
influence agricultural prices in either direction by itself entering 
the market on a large scale, the first and most important step 
in the operation is the purchase of the produce of the cultivator. 
If the context is price support, the purchase is at a guaranteed 
minimum price ; if it is price control, the purchase is at a prescribe 
maximum price. In either case, obviously, there has to 
adequate administrative machinery ; but there will also be needed 
the sheer physical accommodation for storage of grain all over tie 
country. The warehousing organization proposed, designe as 
it is to develop such accommodation as also to co-ordinate it 
between tiic all-India, State and village levels. wiU have m its 
possession the ph3isical storage ; further, it will make availab e 
an extensive body of trained personnel for custody of the produce 
and for its grading and valuation. 
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(5) Forward Markets 

The Committee recommends that an adequate enquir}’’ should 
be conducted for ascertaining 

(t) the extent to which damage, if any, is caused by these 
institutions to the interests of the rural producer ; and, 
if the damage is appreciable, what measures are needed 
to prevent it ; and 

(ji) whether these institutions can be so reorganized and 
controlled as not only not to do harm to the cultivator (if 
that is the present position) but to be of positive benefit 
to him, in the context, specially of his economic activities 
being organized tmder State partnership in the manner 
recommended b3' the Committee. 

(6) Famine Funds ’ 

Since credit forms part of the much larger problem that 

presents itself in the context of widespread rural distress and 
economic dislocation caused by famine, flood, etc., the Committee 
suggests an investigation into the need (i) for increasiug the 
State Famme Funds, (ii) instituting such funds in State which 
have not hitherto established them and above all (Hi) for the 
mshtution of an adequate Central Famine Fund in order that 
individual States may be helped by loans etc., to tide over the 
difficulties created bj' any acute or recurring conditions of famine 
or scarcity, or some grave disaster such as a severe and extensive 
flood. 

(7) Village Roads 

Deplorably absent as a rule, and deplorably bad if and when 
present, these communications, absent and present alike, are most 
deplorable when considered as the hiatus which they in fact 
■represent between field and market. The Committee suggests the 
alloi^tion of much larger funds and diversion of a large effort to 
the improvement of village roads, and, in particular, the allotment 
of a high priority to those communications vrhich connect the 
villages to their marketing centres. A revierv is also suggested of 
the transport conditions—rail. bus, steamer, etc.,— and of the 
ctoges now made by the transport agencies from the point of 
view of the rural producer. 



CO-OPERATn'^ SANKING AND AGRICULTURAL CREDIT 345 


(8) Finance for Rural Industries 

While recognizing that there are certain ditSculties which are 
special to cottage industries, as distinguished from agriculture, the 
Committee "hazards the opinion tliat the problem of organizing 
such industries on co-operative lines — a suggestion generally made 
— ^uill have in many respects a parallel in the problem of organiz- 
ing agricultural credit and agricultural economic activities on 
co-operative basis. It, therefore, takes the view that Central and 
State Governments and such bodies as the all-India Handloom 
Board, All-India IChadi and Village Industries Board might think 
in terms of active partnership in finance and State participation in 
organization of these industries, as distinguished from a programme 
confined to loans, subsidies and similar ad hoc assistance. While 
expressing itself against the setting up of separate industrial co- 
operative credit banks to finance such industries, the Committee 
makes the suggestion that the State Financial Corporations and the 
Reserve Bank should play a more active role in the matter of 
financing co-operatively organized rural industries, the former by 
making long-term and medium-term loans available and the latter 
by augmenting the short-term resources of the co-operative credit 
structure. The desirability of re-investigating rural industrial 
credit, with other aspects connected TOth these industries on the 
lines adopted by the Committee for agricultural credit, is also 
suggested. 

(9) Administrative Reforms 

Considering the problem of administrative reform in the 
extended light of the analysis and proposals made by it, the 
Committee points out how the programmes of development can be 
thwarted by the deficiencies and unresponsiveness of the adminis- 
trative set-up, and observes that there is first of all the need for 
Government to make its administrative role in the village more 
and more that of a beneficent authority and less and less that of , 
the tax-gatherer which it has been till recently. In this connec- 
tion, the Committee regards the National Extension Service as one 
of the most significant administrative developments of recent years. 
Secondly, again in the village, there is the need for Government 
to assume the function of real partnership in economic develop- 
ment — especially of the middle and lower groups — and not merely 
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two together should be placed at the highest point of responsibility 
and co-ordination in the Secretariate. 

Larger Context 

The Committee discusses some of the more important 
directives of the constitution, and observes that the object of any 
plan which subsen.’es these objectives must work for the weaker 
sections of the population. Thus the medium and small cultivator, 
the agricultural labourer, the smaller operator in industry and 
transport and the lower middle classes and the backward classes 
and tribes have a prior claim on the attention of a democratic and 
planning State ; they are numerically large, economically important 
and socially disadvantaged. In the case of most of these mere 
legislative, administrative and educational efforts will not solve 
the problem of their welfare ; for the diminution and eventual 
removal of these disadvantages, concerted, nation-wide, State- 
sponsored and, to the extent necessary State-financed measures 
are called for. The Committee claims that of a plan which 
embodies such measures, the proposals made by it in the some- 
what restricted context, largely of the medium and small cultivator 
and partly and incidentaUy of the handicraftsman, rural and 
urban, constitute a logical, necessary and integral part. Again, 
India has set before itself the ideal of a Co-operative Coimnon- 
wealth. There can, how'ever, be no commonwealth without wealth 
for the common man. The common man of India today, as well 
as of tomorrow and of the day after, belongs to rural India. 
Predominantly he resides in rural India. Even where a lopsided 
economy has in appreciable number drawn him to the big cities 
and enlisted him in the ranks of industrial labour, his heart and 
his interests continue to be in rural India. The only plan that can 
restore vitality to the rural economy and, on that vitality build 
up the future prosperity of the common man is one which, as the 
first condition, imparts strength to both agricultural and rural 
industry. Only then, and in that process, will conditions have 
been brought about for the well-being of the common man, and, 
therefore, for the realisation of a commonwealth. 'The process 
should, and with wisdom and determination can, be that of 
co-operation ; co-operation, however, not merely in the narrower 
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technical sense in which it has completed fifty years of existence 
in this country, but in the much broader conception of co-operation 
as the purposive union of all the forces which work for the com- 
mon good and, in particular, the co-operation which joins together 
in a common purpose the united strength of the Indian village 
with the united strength of the Indian State. It is only when co- 
operation is interpreted in a rvider and more positive sense as a 
fundamental creed of action, as a dynamic instrument of change, 
the opposite, on the one hand, of regimentation, and on the other, 
of drift and stagnation, and the State eSort is enjoined to the fullest 
extent necessary with co-operative endeavour, that co-operation 
will be potent force in the country’s economic development. The 
Integrated Scheme of Rural Credit recommended by the Com- 
mittee is conceived as one part, but an organic part, of this much 
wider endeavour. 


Urgency of Implementation 

The Committee lays considerable emphasis on urgency in the 
implementation of its recommendations, if accepted. It points 
out that in the past many of the measures of rural credit under- 
taken by Government have been in the nature of remedial action 
to rectify the damage already done. Most of the steps taken in 
connection with debt relief, for example, fall in this category. 
The pressing need today is to initiate measures which, if possible, 
will prevent damage. Tor that, the moment may be said to be 
favourable, but there is no time to lose. The Survey indicates 
that an upward srving in indebtedness has, perhaps, just begun 
after a decade or more during which a process of liquidation of 
past debts have been made possible by relatively good prices. It 
is, therefore, of the utmost importance that no delay should occur 
in implementing the proposals for the widening and strengthening 
of rural credit. 

(Based on a Summary published in the Reserve Bank of 
India Bulletin for December, 1954). 



CHAPTER X 


STOCK EXCHANGE AND INDUSTRIAL FINANCE 

“The Stock Exchange is sometimes spoken of as a ‘Market of 
Capital'. That it is not ; the capital of a company has already 
been found and applied to the Company's objects before its stocks 
and shares appear in the stock exchange lists. The Stock 
Exchange is a market for the shares of companies that exist ; it 
facilitates the transference, not of capital from one industry to 
another, hut of shares of existing business from one owner to 
another. Indirectly, however, it is the means of guiding new 
capital into the industries in which it is most needed. By making 
shares readily salable, it encourages investment ; and by register- 
ing the changes in value of shares in existing companies, it 
indicates where new capital is needed ; if railway stock rises in 
value on the stock exchange, people with disposable capital are 
inclined to put it into new railways ; if motor shares have fallen 
more than shares in other industriesj^ investors are warned not to 
put any more capital into the motor industry." (Clay; Economics 
for the General Reader, pp. 113-114). In this matter the stock 
exchange performs an importEmt social function by directing the 
flow of savings into profitable channels of investments and prevent- 
ing the simultaneous gluts and scarcities of capital as between 
different industries and mitigating the maladjustments between the 
supply of capital and the demands of indusby'. 

A stock exchange by providing a ready and continuous market 
imparts liquidity to capital. If a person wants to realise some 
parts of his investments, he may do so by disposing of his stocks 
and shares in the market, and when he likes to invest certain 
funds in company shares, he can buy those from the stock 
exchange. Thus investrrients are made liqirid and easily trans- 
ferable and so stable. The stock exchanges provide a broad 
market for the secondary distribution of listed securities after their 
original sale as new issues. 

An organised stock exchange, guided by certain prescribed 
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rules and regulations, ensures the safety of dealings in stocks and 
shares. Such an organized market is recognized by the banks. 
Government trusts and other insurance companies. Because of the 
confidence of the people in the stability of such an organization, 
it becomes easier to undertake dealings in securities with a sense 
of safety. 

In the words of Prof. Marshall, "Stock Exchanges are not 
merely the chief theatres of business transactions ; they are also 
barometers which indicate the general conditions of the atmosphere 
of business.’’ It thus provides a ready means for the evaluation 
of the securities in terms of their investment-worth according to 
the changes in the economic conditions of the country. 

In spite of some of the benefits of the stock exchange, it often 
degenerates into an arena of speculation and gambling. It may 
be difiBcult to distinguish between speculation and gambling. 
Normally the essence of speculation lies in forecasting the price- 
movements and in 'buying or selling in expectation of profits. A 
speculator bases his calculations on. knowledge and experience, 
while a gambler simply guesses •without any specialised knowledge 
or judgment. The gamblers are just like the amateurs who are 
ill-informed and speculate without any knowledge of forecasting 
'correctly the future changes in demand and supply and consequent 
changes in prices. Often their forecasts prove wrong, while the 
professional speculators forecast with wonderful accuracy. Still it 
is a necessity that unwholesome speculation should be held in check. 
The Atlay Committee, wtule speaking of the nature of business in 
"the Bombay stock exchange, noticed some signs of illegitimate spe- 
culation in stocks and shares. According to the Committee, "the 
most sinister manifestation of speculation of Bombay in the frequent 
occurrence of comers appears to us to constitute the head and 
front of their offending. A comer is no longer a rare occurrence. 
On the contrai^', it appears to have become a recognised pheno- 
menon in the share market of Bombay. It is an evil which tfiusi 
he suppressed if the share market is not to become utterly demoral- 
ised and finally destroyed." 

Iklembeis of the stock exchange are usually divided into two 
broad classes, viz., brokers and dealers according to the rules of 
exchange and local practice. 

Brokers are usually commission agents and act for non- 
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members. Sometimes they act as agents of fellow members as well. 
The transactions on the floor of the stock exchange pass between 
members only, as non-members are uncontrollable on account of 
their lack of allegiance to the stock exchange. The income of these 
commission-brokers is derived from their business wdth different 
clients! who pay them certain percentage as brokerage. There is 
a minimum scale of brokerage. But tlie brokers are free to charge 
more than the minimum rate. But competition has made the 
minimum rate virtually the maximum rate. Besides seivdng as' 
commission-agents, the brokers are authorised to transact business 
on their own account. The Paris stock exchange is the' solitary 
association which docs not permit its members to deal in stock and 
shares in their own account. 

Dealers, as distinguished from the brokers, act on their own 
behalf. They are professional speculators and operate largely on 
the market. They are responsible for the making of prices of 
stocks and shares according to the general conditions of demand 
and supply. If the purchases exceed the sales, the dealers will 
raise the price to a level equalising the supply with the demand. 
In case the supply is greater than the demand, they shall follo'w 
the opposite methods. Dealers absorb temporarily tlie excess 
supply and meet the excess demand as well. If their judgment 
is correct, and calculation proves true, they make profits. Should 
misjudgment occur they pay penalty for that by facing losses. 

In New York the brokers act as links between the market and 
the public. They not only operate on behalf of their clients but 
often advise them as to what to buy or sell and when to buy or 
sell. The commission varies with the size of their business and 
they usually prefer clients with a sound financial backing. The 
commission-brokers may not have to deal on their own account if 
their commission business is lucrative and free from risks. There 
exists another class of brokers called "Two-dollar brokers”. They 
act as brokers' brokers. 

Working . — Dealings might be of two kinds; 

(fl) dealings for money, 

(6) dealings for account. 

Dealings for money include transactions for ready money. A 
ready delivery coniract is a contract for the purchase or sale of 
securities, which is to be performed immediatelj' or within a reason- 
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able time. In Calcutta the buyer has to arrange cash on the third 
day after the bargain and in Bombay a period of seven days is 
allowed for delivery and payment. 

Deabngs for the account are called "time bargains” which will 
be paid for or "differenced” on the next settlement day. The 
dealers may take advantage of any variation in the prices during 
the interv'ening period. Most of these dealings are speculative in 
character. 

Processes Involved in Trading — 

(i) An investor is required, in the first instance, to choose his 
broker. 

(») The broker will then satisfy himself about the integrity and 
credit of his intending customer after proper inquiry and 
reference. 

{Hi) The customer will next be placing orders with the broker 
in any of the following ways; 

{a) Buy or sell such and such shares at best. Here no 
price is fixed and the orders should be executed 
immediately at the best market price without .exer- 
cising any discretion by a broker. 

(6) The customer may instruct the broker to buy or sell 
at specified price. 

(c) Sometimes orders are placed like “But it 

immediate”. Sometimes the word "cancel” is used 
instead of 'immediate’. Such orders are to be 
executed immediately and if those orders cannot be 
executed at the specified period those are to be 
cancelled. 

(d) Sometimes a broker places "stop-loss order” to guard 

against any fall or rise in price. Such a ‘stop-loss 
order' to buy reads as "100 century at 950 stop”. 
The broker will not take any action until the price 
is lower than 950. But as soon as it reaches 950 and 
begins to rise, the broker will buy 100 shares at the 
best market rate. If a customer instructs his broker 
to "sell 100 centuries at 930 stop”, as soon as the 
price reaches 930 or begins to decline, he must at 
once comply with his customer's instructions by dis- 
posing of the shares. A stop-loss order becomes a 
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market-order, when the price of security reaches the 
stipulated level. 

(e) Sometimes instructions are given by customers leav- 
ing discretion to the brokers. 

As soon as orders are received, those are recorded in a 
rough memo and then copied in the order book. In 
case large orders are received, those are classified accord- 
ing to the nature of scrips. 

Then the authorised clerks of the brokers go to the floor 
of the Exchange to execute the orders. In concluding the 
bargain, the figures in hundred’s place and thousand's 
place are omitted. All bargains are closed verbally on 
the floor and no contracts in writing pass at that stage. 
Particulars of the contracts are noted in a pocket-diary. 
The diary is divided into two parts ; purchases being 
entered on the debit side and sales on the credit side. 
Transactions are completed in certain lots prescribed bj' 
the Stock Exchange Association. 

At the close of the business the authorised clerks return to 
their respective offices and record the details of the tran- 
sactions from the rough scrips into Kacha soda hooks. 
wherefrom those are recorded again into dealings books 
or Pucca soda books. Details of brokerage and names of 
parties are also kept. Contract notes in prescribed forms 
are next prepared by the brokers, separately for forward 
and ready delivery and sent to the clients under autho- 
rised signatures and properly stamped (-/2/-). On con- 
firmation of the contract-notes’ by the clients bills are sub- 
mitted by the brokers accompanied by the delivery of 
scrips. , 

Then comes the question of settlement — settlement for 
ready delivery contracts and settlement for forward deli- 
very contracts. 

(а) As regards ready delivery contracts, cleared securi- 
ties are settled through the Clearing House, while non- 
cleared securities are settled by ‘hand-delivery’ 
rvithout the instructions of the Clearing House. 

(б) Settlement in forward bargains extends over six days. 
On the clearance or Ticket day the members submit 
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to the Clearing House the clearing lists and the deli- 
very lists showing the balance of securities to be 
taken or delivered and the net amount payable or 
receivable. The third day and the fourth day arc 
devoted to the delivery of shares to the Clearing 
House. The fifth day is the Pay dav, when the 
members submit to the Clearing House a statement of 
differences. On the last day, i,e,, sixth day, which 
is popularly called the Settling day, payments arc ' 
received by the members from the Clearing House 
along with shares. 

Budla or Carry Over” Transaction — A speculator, who has 
bought or sold a security for forward delivery, may be unable 
to pay for the delivery or effect delivery on the settled day and 
may ask for the postponement of the bargain to the next settlement. 
Such a process is called ‘Budla’ or 'carry over’. It is the conti- 
nuance of the purchase or sale ivithout final completion of tlie 
transacbons. 

A bull is an operator who purchases shares with a view to 
selling those at a profit before the day of settlement. A bull 
usually does not desire to take up the delivery of shares by making 
pa^ente, but rather desires to make some profit by sale should 
pnces rise in the meantime. If the prices fall, he pays for the 
mfference. \ihen it is observed that prices fall beyond his expec- 
carry forward a transaction by paying a Contango, 
wtoch IS eqmvalent to a charge paid by a buU to the bear to enable 
him to renew a bargain until a later settlement. 

A. hear operator sells short in the expectation that he may 
repurchase those securities at a lower price on a later date. If 

he gains buying at a much lower price ' 
and if the pnce rises, he loses as he has to buy back at a higher 
pnce than he has sold. 

'V^'hen fte market show's signs of rising and a feeling of opti- 
mism prevails, the tone of the market is called bullish. But when 
the market is dominated by a feeling of pessimism and a declining 
value of securities, the tone is called bearish. 

\%en the speculative purchases made by’ the bull operators 
exceed the speculative sales, it is caUed a bull account or over- 
oug t position. Similarly, when the speculative sales exceed the 
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speculative purchases, the position is a bear accotmi or oversold 
position. When the tone of the market is bearish and the bears 
want to press down the prices still lower by spreading this pessi- 
mism, it is called a hear raid. 

A bear usually sells in the belief that he will be able to pur- 
chase back his securities at a lower price. But contrary to his 
expectations, if the prices of those securities tend to go high, the 
bear will be compelled to start buying in order to cover his loss. 
Such a purchase by a bear is known as "bear covering”. Similar- 
ly, when the bull begins to unload his holdings to reduce his loss, 
because of the fact that the prices show signs of going lower than 
expected, it is called bull-liquidation. 

Backwardation is the rate paid by a bear for the purpose of 
renewing a bargain until a later settlement. 

Financing of Budla Transactions. — When a bull operator con- 
tracts to buy certain securities which he does not pay for, he may 
approach the Budliwalas for credit to finance those transactions 
on the settlement day, for which a high rate of interest is usuallj' 
charged by those Budliwalas, Besides this, the bull operator may 
enter into an tmderstanding with the seller that the latter will not ' 
press for payment on the settlement day but will postpone settle- 
ment in retmm for some agreed rate of interest which is payable by 
the bull. Similarly, if the bear sells certain securities, which he 
fails to deliver on the settlement day, he may get over the difficulty 
by paying some interest to the bull, who may then be persuaded 
to defer delivery of shares. Thus bulls or bears accommodate one 
another. ^Vhen the market becomes oversold in particular secu- 
rities, i.e., when there are more dealings in securities than can be 
delivered, the sellers become anxious to carry over the transactions 
till the next settlement and as a result the quotation for the next 
settlement becomes lesser than the current settlement rate. When 
there arises a bear account in the market on account of heavy short 
sales by the operators and the supply of securities runs short, the 
bear operators are anxious to carry over the delivery of shares even 
by paying backwardation, i.e., a rate paid to renew a bargain , 
until a settlement on a later date. Budli thus should not be cons- 
trued as a loan but as a double transaction involving simultaneous 
purchase and sale. Such a business constitutes "the blood and 
bones of speculative market”. Short selling has been described as 
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a process of selling a security which one does not possess, in the 
hope of a fail in price, when the sale shall be covered by a 
purchase. 

In hlarch, 1960 the Reserve Bank of India issued a directive 
prohibiting banks from financing directly the budla transactions, 
i.e., purchasing for the current settlement and selling for the next 
settlement. 

Dealings %n Government Securiiies . — Government securities 
may be of the following tj^es ; 

(а) Stocks, 

(б) Bearer Bonds, 

(c) Promissory notes. 

Stock is a registered security which is transferable by a trans- 
fer deed without any stamp duty. While bearer bonds are trans- 
ferable like currency notes. Government promissory notes may 
be terminable and non-terminable. Non-terminable notes are re- 
payable at the option of the Government as there is no fixed term 
for such loans, while terminable loans are repayable after a fixed 
period. These notes are transferable by endorsement. 

Transactions in the securities may be permissible either for 
“ready delivery” or for account. Forward trading in such secu- 
rities is not permissible for a unit below Rs. 25,000 face value. 

Short selling is a process of selling securities, which are not 
in the sellers’ possession but which will be covered by purchases 
on a later date. Short sale is thus criticised for engendering specu- 
lative tendencies and for the creation of a comer. Short-selling 
tends to depress prices artificially. As has been pointed out by the 
Atlay Committee, “a comer arises when more shares than are 
available for delivery on the day of settlement has been sold and 
the buyer holds the sellers to ransom." 

But short selling has certain usefulness. It gives certainty to 
the market and imparts liquidity to the securities. Investors are 
assured of a ready market by the short-sellers. Short selling 
facilitates arbitraging which means buying in a cheap market, and 
selling in a dear market. Moreover, it checks an excessive infla- 
tion of prices and acts as an adjunct to forward dealings. To stop 
short selling is to stop forward dealing, though at times it may be 
necessary to suspend short selling for a limited period in public 
interest. Accordingly the Bombay Stock Exchange has such a 
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provision that "in a crisis or emergency or when it is obvious to 
the Board that a crisis is at hand or that a fair or normal market 
may not exist and the Board is satisfied that a temporary 
suspension of short selling is in the public interest, the Board 
shall prohibit short selling in any security, provided that such 
suspension shall be effective for 24 hours only and that for any 
longer period shall be effective with the previous consent of the 
Government.” 

Arbitraging may be defined as "a special form of trading 
which is based upon the disparity in quoted prices of the same or 
equivalent commodities, securities or bills of exchange.” 

Cum Dividend', (c.d.): Cum means 'with', i.e., with 
dividend. 

Ex-Dividend: When a security has been sold ex-dividend it 
means that the seller reserves the right to take the dividend that 
wall be declared next in spite of the fact that he has disposed of 
the securit)?. 

Buying-in and selling-out: Buying-in is the process for the 
enforcement of deliver}' of securities by buyer, when the seller 
has failed to deliver the shares within the stipulated time. Selling- 
out is resorted to by the sellers, when the buyer fails to take 
delivery of shares by paying the same. 

Recomntendaiions of the Morison Stock Exchange Enquiry 
Committee, 1936 — ^The Committee recommended the control of 
remisiers, who are described as sub-brokers, by demanding deposit 
from them of Rs. 5,000 as a guarantee of good faith. Besides this, 
a remisier should be called upon to pay an annual subscription of 
Rs. 250 and is to get himself registered with the stock exchange. 
Moreover, he is to produce a clearance certificate from the broker 
he leaves. 

Speculative dealings by employees should be prohibited unless 
they obtain \vritten consent from the employers. A system of 
margin should be adopted, which wll then "act as a definitely 
restrictive influence on that class of speculation which we are most 
anxious to discharge, namely, speculation conducted by financially 
weak individuals.” 

The Committee recommended a minimum scale of brokerage, 
and also that if a member advises another member to do 
any business, the latter should remunerate himself out of, and not 
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in addition to, the former's commission and the contract ROte - 
should contain such a provision. i ' 

The Committee recommended the discontinuance of ^ 
transfers. 

Besides this, the Committee made certain valuable r«om- 
mendations for the improvement of the administrative machinery^ 
Their recommendations were mainly directed towards 
as far as possible the facilities provided for reckless gam 
while at the same time leaving the way for the exercise of w ^ 
we claim as a perfectly legitimate function of Stock Exchange- 

Reform of the Stqck Excilange 

In the past there was a hectic speculative activity on the stock 
exchange, which aSected adversely the national economy. 
are some speculators who have no intention of payment 
delivery, but deal for the differences and depend on cany-ovei' 
facilities. The absence of any system of margin encourages o%er 
trading and excessive speculation. To check some of these im 
welcome activities of the stock exchange, a Special Reseaic 
Officer was appointed by the Government to enquire into the qu^ 
tion of stock exchange reforms. It is learnt that the recoinmen a 
tions have been made to the Government for reform of the s o 
exchanges on certain lines, which have not yet been made kno'vn 
to the public. 

Under the present rules of stock exchanges, any man can 
become a member of the Exchange without any requirement o 
training or apprenticeship. As a result, untrained persons, havmS 
no knowledge of the intricacies of security transactions, get acce— 
to the market. It is, therefore, necessary that stock exchange 
rules should provide for a period of training or apprenticeship 
the members and prescribe certain minimum qualifications. 

A stock exchange should look to the interests of the investor 
and accordingly stocks and shares of the financially sound coff 
'panics should be listed. It should not be understood 
the mere quotation of shares on the stock exchange list speaks o 
the soundness or stability of the companies concerned. But as ' 
matter of fact if normal listing requirements are fulfiHeiS. * 
stock exchange permits dealings in shares of* any company, 5°“"' 
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or unsound. The Bombay Stock Exchange listing regulations 
require that fifty per cent of the share capital of a company must 
bo subscribed by the public, before those securities are permitted 
to be dealt in on the floor of the exchange. It is suggested that 
the listing committee must be thoroughly satisfied about the pros- 
pects and soundness of a compam^ before there can be any deal- 
ings in those securities. 

It is suggested that there should be some sort of outside 
and Government representation on the governing body of 
managing committee of the stock exchange to produce some 
moral effects. 

It often appears that the brokers allow their clients to over- 
trade and they themselves indulge in excessive speculative 
dealings on theii own account. As a result, carry-over facilities 
were availed of and forward business was transacted under the 
guise of the ready market in spite of the suspension of forivard 
dealing in October. 1942, by the Government of India. In 
September, 1943, the Budla iratisacUon was banned. But these 
measures also failed to check some of the malpractices. In 
practice, delivery and pajnnent were postponed by mutual agree- 
ment by way of evasion of the law w’hich prohibited any facility 
for Budla business. As has been pointed out by Mr. K. R. P. 
Shroff, “the administrative difficulties were multiplied and handi- 
caps increased and even more serious was the development of 
grey markets that sprang into being and thrived in the streets 
outside the control of the stock exchange. A free, broad and 
active market ensuring liquidity of holdings and continuous 
adjustment of values from point to point in the smooth flow of 
moving equilibrium was in a large measure destroyed by the 
unfortunate tampering with the trading machinery Backwarda- 

tion, a variety in normal times, became the order of the day in 
the grey markets and one scrip after another was juggled with till 
there was not one of the note felt out of the game”. It has been 
contended that fonvard dealing ensures the continuity of the 
market and that its abolition is harmful as well as undesirable. 
Forward dealing may at best be controlled by a special machine^ 
set up for this purpose. It is suggested that a Government 
machincri' should be formed to co-ordinate the activities of the 
various stock exchanges operating in India, which differ so widely 
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in practice and rules and that these rules should be framed on an. 
all-India basis to bring about certain uniformity. 

In Bombay, a class of members carries on iarwwam business, 
which gives a handle to speculation. These taraAvaniwalas would 
continuously go on bujnng and selling at a small range of fluctua- 
tions. Their activities are no better than gambling in differences. 
There is a necessity for classification of members into brokers and 
jobbers and from the beginning of the year it is desirable for the 
members to declare whether they shall act as brokers or jobbers. 
Their choice of business in this regard should be scrupulously 
adhered to. 

The absence of the sj'stem of marginal deposits is a prolific 
source of speculative activities. It is desirable that the dealers 
should deposit margin in advance for their transaction and 
must never allow the margin to fall. This will eliminate 
those dealers who indulge in speculation on securities without 
sufficient capital. 

The sj^tem of blank transfer is so widely used that it 
generates speculative tendencies and unauthorised dealings as well. 
This system enables the dealers to avoid strunp duty, which would 
otherwise be required for the registration of shares in dealers’ 
names. It is, therefore, necessary that a definite time limit, say 
for three months, should be assigned for the registration of shares 
held in blank. 

The Stock Exchanges have since been authorised to frame 
bye-laws to regulate or prohibit the use of blank transfers. 
Section 270 of the Securities Contracts (Regulation) Act 1956 has 
helped restrict to a certain extent the use of blank transfers by 
giving the person whose name appears in the register of a company ’ 
the right to claim the dhndend. 

Private compromise is often made, though it is penalised 
under the rules of the Bombay Stock Exchange. The Morison 
Committee did not like the idea of such compromise, which was 
used as a cover for avoiding default. 

It is often found that authorised clerks of some members carry 
on securities transactions on their own accounts through those 
members. Such a practice might be misused, if the clerk concern- 
ed, while executing large orders, would first deal on his own account 
on favourable terms and thus cause loss to his ^jmoloyer or client. 
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So it is advisable that such a practice, which is subject to much 
abuse, be abolished. 

Suggestions have been made to impose a sales tax on forward 
dealings to restrict speculative activities. But the imposition of 
such a tax is strewn with certain administrative difficulties, which 
may check the flow of capital into industries. 

For the popularity of shares amongst the investing public, 
it is suggested that the denominations of shares should be lessened 
and dealings in shares in small lots should be permissible. Shares 
of larger denominations are more suitable for speculation and 
covering than shares of smaller denominations. 

These are some of the suggested measures for the reform of 
the stock exchange for eradicating a number of malpractices, which 
have since developed on a wide scale. Besides the above, what is 
more important is the understanding by the investors of the tech- 
nique of investment, unswayed by market tit-bits, on the basis 
of a careful examination of the company’s Balance Sheet and its 
working results. The trend of sales should be observed along with 
the expenditure items. If the sales decline and the expenditure 
items increase without any corresponding expansion in turnover, 
there are reasons to be pessimistic about the prospects of that 
company. Investors should ascertain the various sources of income 
and whether there is any possibility of any source being blocked 
by future developments. More earnings alone should not be a guide 
to any calculation. The trend of earnings on the effective capital 
employed should be examined. The taxation policy of the Govern- 
ment should be taken into consideration while calculating the 
dividend. It maj' not be possible for a company to maintain the 
dividend if a larger sum is to be pro\ided for increased taxation. 
Next comes for scrutiny the depreciation and reserve policy of the 
company. "If block has alread5'' been depreciated to a low level 
and if the existing reserves are colossal any further allocation for 
depreciation on the same scale is open to serious objection. This 
means that a substantial portion of the profits is ploughed back 
or diverted to channels other than that of shareholders. In such 
a case the true equity of shares is rendered a misnomer.” On the 
other hand, the declaration of dmdends in total disregard of the 
necessity for providing for depreciation and reser\'es is condem- 
nable. Then attention may be paid to the other position of the 
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company, namely, capital structure, classes of shares and dividend 
arrangements, comparison of block with fixed finance, i.e., hov 
much block is being financed by fixed capital, valuation of floating 
assets, working capital, and the break-up value of the company. 
The break-up value may be calculated by evaluating its assets less 
liabilities after allowing for a probable loss or possible profits on 
the Balance-Sheet values. The net assets thus calculated should 
then be apportioned on the folloudng principles : 

(a) if the preference shares have priority as to capital on a 
winding up as well as to dividends, they yill be valued 
at par, and the balance will be di\’ided by the number 
of ordinary shares which will give the value for one ordi- 
nary share ; 

(b) if the preference shares rank equally with ordinaiy shares 
on a ending up, the net assets will be deemed to be the 
combined property of these shares, and by dividing the 
net assets so arrived at by the combined nature of these 
shares, preference, ordinaiy' and both, it will be possible 
to get the value of one preference or ordinary share. 

At present there is no legislation for the regulation and control 
of stock e.xchanges in India e.xcept m the State of Bombay. In 
June 1951, the Government of India appointed a Committee with 
f ' the Chairman in order to assist them in 

foimulabng legislation for the regulation of Stock Exxhanges and 
of interest m securiUes. The report of the Committee was submitted 
o Government in the middle of July, 1951 and a draft bill has also 


A 


In) 


Factors Affecting the Stock Exchange 

Public opinion about certain stocks and shares affects the 
movements in the prices to a great extent. 
fN fl responsible, in a large degree, for 

^ T ^ value of the stock exchange seen* 

^ monetary stringency, its repercussion 

IS inevita y felt on the stock exchange. Similarly, when 
the money market is easy, the tone of the stock exchange 
becomes optimisfe and the speculators become busy. A 
ec me m the borrowing rate will induce speculators to 



364 FUNDAMENTALS OF BANKING THEORY AND PRACTICE 

this should not indicate that any favourable war news 
will always improve the market, but that will depend 
upon the psychology of the speculators. So it has been 
rightly observed by Hartley Withers that Polhics and 
finance are becoming so hopelessly entangled an ave a 
very direct and telling influence on prices.” 

(e) Duties and taxes will influence values of stocks and shar^ 
according to their repercussions on the minds of t e 
investors. A duty on foreign imports is expected to cause 
a rise in the local shares. An imposition of fresh tax, 
like the Excess Profit Duty, tends to bring about a per- 
ceptible decline in the share price. Similarly, tne 
enhancement of the railway freight on pods etc., ^nds to 
cause a decline in the share value, as it is feared thp 
increased freight is an additional burden on indnstnes. 
if) The prospects of dividend and earnings play a large part 
in the determination of the value of shares. Increased 
dividend often creates the interest of the speculators in the 
shares concerned and brings about an increase in ert 
prices. If the prospects of earnings diminish, the interest 
in those particular shares also subsides, so the prices as 
well. As for example, the recommendation of the Eco- 
nomic Programmes Committee to A.I.C.C. to 
maximum dividend to 5% had a depressing effect on the 
stock exchange, as it means declining prospects o 
earnings. 

(g) Change in the capital structure of a company, ’ 

the Board etc., also influence the stock exchange and c 
value of stocks and shares of the particular company or 
companies concerned. 


Industri,\l Fin.ance 

The managing agency system originated in our country dunng 
the second half of the 19th century. The managing agents vM 
in fact the pioneers in many industries like jute mills, cotton 
tea gardens and coal companies. Besides providing finanre ^ o 
, the promotion of new industries, they trained up a band of 
.gers The managing agency firm may be describe 
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partnership firm or a limited company composed of a group of 
individuals possessing considerable wealth and business acumen. 
The}' were the financiers of a new concern, managed its affairs, 
acted as its agents for the purchase of raw materials, stores, 
machines, etc. and also for the marketing of its products. 

The managing agents either granted direct loan to the company 
or guaranteed the loan made by any other company. The manag- 
ing agents command such a unique reputation that their names 
attract finance from outside. Not only do the managing agents sub- 
scribe to the shares of the new concern but also help considerably 
in the placing of those shares in the market and thus discharge 
the function of underwriters and industrial banks. Naturally it is 
not difficult to understand why the industrial undertakings in India 
are so much dependent on managing agents for finance. 


Defects of the Managing Agency 
System of Finance 

1. Industries in India tend to be controlled by a handful of 
financiers, as a result of which "finance, instead of being 
the servant of industry, has become its master.” These 
financiers control the affairs of the industries not because 
of their ability but because of their command over adequate 
financial resources. The failure and liquidation of a 
number of cotton mills in Bombay point to the incapacity 
and lack of ability on the part of these financiers. 

2. Where a managing agency firm controls a number of indus- 
tries, the difficulties of one concern recoil adversely upon 
the other concerns as well. 

3. Sometimes the otherwise sound companies under the 
management of the managing agents had to suffer because 
of the inadequacy' of the financial resources of the agents 
themselves. Banks are found withdrawing credit from a 
concern which is otherwise functioning satisfactorily simply 
because the managing agents have become financially 
weak. The transference of funds from the more success- 
ful concerns to weaker ones, both managed by the 
managing agents, conspires to prejudice the confidence of 
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the investors. Such a state encourages interlocking of 

The^managing agency system of finance is responsible for 
a spate of speculation in stocks and shares ^ 

financial weakness of the managing 

group to lower those shares with a view to grabbmg the 
management of that concern. Many of the concerns 
the Bombay Stock Exchange have, in the wor<E of 
Dr P S. Loknathan.-'been the result of the inter- 
dependence between the managing agents’ exteiml acn- 

vities and their functions as financial agents of e 

panics they managed.” . 

It has been pointed out by a banking e.xpert that tne 

managing agencj' system adversely ^ J, 

and creaL a vicious circle. "The banks are spoiled b> 
the managing agency system and the managmg agen 
spoiled by the banks, because the banks practical y 
the joint-stock companies to take the managing ag • 
The banks are quite happy that companies are manag^ 
by managing agents as it gives the banks s'gnatur^ 
for the loans.” The banker is thus not mterested m ocve P 
ing any other method of financing industry I he h^ 
signatures, and there is no reason why be sho^d fe 
another system which may be quite good for industry, 
deprives the banker of another signature. 

6 The managing agents impose such agreements upon 

concerns in terms of which they e.xact excessive «munera 
don b}'- wa}' of comniission on output, profits 
on sales. Wlien commission is payable on producbon, 
the managing agents are often actuated by considera 
of personal gain, which leads to the manufacture ,of ^ ‘- 
goods and overstocking regardless of irmrket condi o _ 
Likewise, the system of pa3nng commission on ^ e - 
fraught with the same e\ul. It induces them to sell r 
less of the prices at which their goods are being disp 
oL Besides this, the managing agents are accuse 
taking secret commission. 

7. Tlie managing agency sj'stem has led to the conce'itm 
of control in a feiv hands and a centralised control aho 
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greater opportunities for juggling accounts, orders, 
for unfair purchase of raw materials, crooked dealings in 
shares, and for the subordination in a variety of ways of 
some one company’s interest to that of another. 

Considering the above defects tlic Indian Companies Act, 
1936 (Sections 87 A to 87 I since repealed) laid donm certain 
provisions governing the activities of the managing agents. It 
was laid do%vn tliat no managing agents could be appointed to hold 
ofhce for more than twenty years at a time and even in the case 
of existing agencies the period of office must come to an end after 
20 years. It is also provided that a company may remove a 
managing agent if he is convicted of certain criminal offence. The 
appointment, dismissal and variations in terms of appointment are 
made subject to tlie approval of shareholders. The remuneration 
of the managing agent has also been fixed. Under the Act no 
company under a managing agent can make any loan to or 
guarantee any loan made to any other company by the same 
managing agent. Similarly, no company can employ its funds in 
the purchase of shares and debentures of another company under 
the same managing agents. No managing agent can nominate 
more than one-third of the total number of Directors and the rest 
of the Directors shall be elected by the shareholders. The granting 
of loans to Directors is prohibited and no Director can hold office 
of profit except with the consent of the shareholders. 

Similar provisions have also been made in the Companies 
Act, 1956. It, inter aha, also provides that the Central Govern- 
ment may declare that as from a specified date all companies in 
certain classes or types of industry or business shall cease to be 
managed by managing agents at the end of 3 years from the 
specified date or on the 15th August, 1960, whichever is later, after 
which the managing agency company shall not be managed by any 
managing agents. In all other cases, the appointment or re- 
appointment of managing agents by companies must be approved 
first by the company itself at a general meeting and then by the 
Central Government. Managing Agents shall not be appointed for. 
a period of more than 15 years and in cases of re-appointment 
not for more than 20 years at a time. After the 15th 'August, 
1960, no person shall hold office at the same time as managing 
agent in more than 10 companies. The managing -agents shall 
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not ordinarily be paid by way of remuneration any sum in excess 
of the 10% of the annual net profits of the managed company. 
An additional remuneration can be paid only if such payment is 
sanctioned by a special resolution of the company and approved 
by the Central Goveriunent. "^hus the Companies Act, 1956 does 
not seek to abolish the system but merely ’ prescribes certain 
standard of management. 

Sources of Supply of Fixed Capital 

Fixed capital for industries is raised from the public by way 
of subscriptions to shares and debentures. Of these shares play 
the prominent role, while debentures the secondary role. The 
figures given below will explan the position; — 

Joint-Stock Company Joint-Stock Company 
in Calcutta List in Bombay List 

Share-Capital 

(In crores of rupees) ... 76-37 52-83 

Debentures 

(In crores of rupees) ... 8 65 17-51 

Debentures in India are not so very popular as shares ottang 
to a variety of reasons. Firstly, there is no organized agency for 
the issue of debentures. Secondly, banks are not interested in 
debentures as they command no ready market. Thirdly, indus- 
trial concerns issuing debentures are not held high in the estimation 
of banks, which feel hesitant to extend financial accommodation 
to these concerns, as debentures have the first charge on the assets 
of these concerns. According to the estimates of the Central 
Banking Enquiry Committee, out of 100 units of capital 75% were 
ordinary shares, 16% preference shares and only 9% debentures in 
India. On the other hand, in British Industry the proportions 
varied from 47 for ordinary shares, 33 for preference shares and 
20 for debentures. 


Sources of Working C.apital 

The following are some of the sources of working capital for 
industries : 

ffl) Public deposits. 
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" {b) private deposits, 

(c) Advances by indigenous bankers and shroffs, 

(i) Advances by joint-stock banks. 

Tire feature of public deposits is noteworthy in Bombay and 
Ahmedabad. These are not so popular in other parts of India. 
The mills of Bombay benefited much from such public, deposits, 
which were kept for pretty long years bearing interest (qi 4J% 
to 6|% p.a. These deposits served to provide the mills with their 
working capital. But this system was not free from certain serious 
drawbacks. Such deposits bred a tendency for speculation or 
overtrading in cotton. There was further the risk of such short- 
term funds being locked up in the extension of plant and 
machinery. Finally, panicky withdrawals of such deposits might 
lead the industrial concerns into a difficulty, as these deposits 
were called "fair weather friends”. But the Chairman of the 
Ahmedabad Mill Owners' Association pointed out that 95% to 
98% of the public deposits were fixed yearly deposits and the mills 
got in advance seven to eight months’ notice before withdrawal. 
Inter-deposits between mills for a period of 5 to 7 years were 
popular in Ahmedabad. The following table brings out the 
importance of public deposits in the financing of the cotton mills 
in Bombay and Ahmedabad: — 



BoilBAY 

Aumkdadad .. 


Figures for 64 Mills 

Figures for 56 Mills 


Lakhs of 

Percentage 

Lakhs of 

Percentage 

Amount loaned by 

Rupees 

to Total 
Advances 

Rupees 

to Total 
Advances 

managing agents 
Amount loaned 

532 

21% 

264 

24% 

by banks 

Amount of public 

226 

9% 

42 

4% 

1 

deposits 

Amount of share 

273 

11% 

426 

39% 

capital 

Amount of debentures 

1,214 

, «% 

340 ' 

32% 

issued 

23S 

10% 

8 

1% ■ 


Private Deposits — Working capital is raised from private 
deposits from industrialists, friends and the managing agents. In 
the above table the managing agents themselves provided Rs. 796 
24 
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lakhs as against Rs. 699 lakhs of public deposits. Such private 
deposits are reported to have saved many cotton mills in Bombay 
and Ahmedabad and tea gardens in Bengal and Assam from 
liquidation. 

Indigenous Bankers and Shroffs . — ^The indigenous ^ bankers 
help industrial concerns by keeping with them their deposits. Small 
industries often do approach the indigenous bankers for finance 
with a view to avoiding the formalities of bank finance. But the 
influence of these bankers over industrial finance is gradually 
waning due to the competition of joint-stock banks. 

Joini-Siock Banks — ^Joint-stock banking in India developed 
on the model of English banking which always fights shy of indus- 
trial finance. Usually joint-stock banks cannot invest in any 
industry unless it is self-supporting or running on a profit. 
Provided the industry is established and earns profit, joint-stock 
banks may at best come fouvard to supply working capital for 
industries by granting overdraft or cash-credit for a short period. 
As a rule joint-stock banks will not be providing initial or block 
capital for industries. Even the Imperial Bank fo India (now the 
State Bank of India) which is the largest joint-stock bank in the 
country, wns prohibited until 1934 from granting advances for 
more than six months or on the security of industrial shares 
or immovable properties. Usually, the joint-stock banks insist on 
keeping 30% to 40% of the value of the assets as margin. Dis- 
regard shown by banks to the existence of valuable block capital 
as general security for loans adds to the hardships of the industrial 
concerns. Moreover, the banks do not take into account the 
personal credit of the industrialists so much while making advances. 
They cannot afford to keep on their staff persons possessing technical 
knowledge about industrial concerns, so that fte finance may be 
well-directed and properly placed. The terms of industrial finance 
are often found onerous. The managing agents are called upon to 
execute personal guarantee for the advances, in spite of hypothe- 
cating in the bank’s favour the entire undertaking of the companies. 
Moreover, it is complained that the rate of interest charged for 
finance is more than what the traffic can bear. So it is understand- 
able from the foregoing table that haul: advances form a small 
percentage (i.c., 4% to 9%) of the total advances obtained by 
industries from other sources. 
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In England and the U.S.A., insurance companies arc suppliers 
of industrial finance. Insurance companies in England invest 
a quarter and one-third of their funds in industrial enterprise 
and securities of railway companies. But in India the investment 
of insurance funds is compulsorily to be made 55% in gilt-edged 
securities under the statute with the result that the insurance com- 
panies arc left with little resources to employ profitably for the 
financing of industries and new enterprises. In England, banks 
are indifferent to the needs of industries. W^ien banking attained 
a developed form in that coimtry, industries were already provided 
with the financial mechanism. So the industries could raise finance 
independent of the help of the commercial banks. The English 
pattern of banking indifferent to the industrial needs was imported 
in our country on the presiunption that what was suitable to Great 
Britain might be equally suitable to Indian conditions. But as 
India is industrially so undeveloped, she will have to quicken 
industrialisation in order to make rapid strides towards the way of 
prosperity and it is imdoubtcd that industrialisation cannot fructify 
without the support of banks. In this respect India cannot but 
take out a leaf from the chapter of German banking which had to 
take a forward step in tlie industrial regeneration of that country 
after the first world war. Within limits of safety, Indian banks, 
specially the established and the largely capitalised banks will have 
to help in the promotion of new industrial enterprises on the German 
“Konsortium” basis. But it is to be remembered that Indian 
commercial banks can lend support to the programme of industria- 
lisation up to a certain extent only which marks the line of safety 
and beyond that, their tasks will have to be discharged by 
specialised institutions like the Industrial Finance Corporations, 
etc. 


Industrial Finance Corporation of India < 

It is a happy augury that the Government of India showed 
sufficient awareness of the need for the speedy industrialisation 
of India by establishing an Industrial Finance Corporation. The 
Corporation started in 1948 wdth a capital of Rs.' 5 crores, divided 
into 2,000 shares of Rs. 25,000 each. The Government of India and 
the Reserve Bank have subscribed to Rs. 2 crores of shar es and 
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the balance has been allotted for subscription to scheduled banfe. 
insurance companies. Investment Tnists and co-operative banks. 
The Corporation is managed by a Board of Directors composed of 
13 persons (including the Chairman) of whom 4 are nominated by 
the Central Government and 2 by the Central Board of Directors 
of the Reserve Bank of India. The shareholder scheduled banks 
elect 2 Directors and 2 each arc elected as representatives of 
insurance companies, Investment Trusts and co-operative banks. 
The Corporation has, for the present, started four offices in Calcutta, 
Bombay, Madras and Delhi. 

The Corporation has been set up with the object of supple- 
menting existing facUidcs available for the supply of medium and 
long-term capital to large-scale industries. The Corporation is 
authorised to grant secured loans repayable wthin 25 years, to 
guarantee loans raised in the market by industrial concerns, to 
underwrite the issue of stocks, bonds and debentures and also to 
retain- such stocks, bonds or debentures as it may have to take up 
in fulfilment of its underwritrug obligations subject to the condition 
of disposing of those stocks, bonds and debentures \rithin 7 years. 
The Corporation may issue bonds to the extent of ten times the 
amount of its paid-up capital and reserve fund. The Corporation is 
authorised to receive deposits for not less than 10 years provided 
the total deposits do not exceed Rs. 10 crores. It is not authorised 
to grant a maximum loan to a single borrower exceeding Rs. 1 crore. 
The Corporation may, ,with the previous sanction of the Govern- 
ment, borrow funds from the International Bank for Reconstruction 
and Development. The Government will guarantee dividend for 
the present not exceeding 2^%. When the reserve fund equals or 
exceeds the share capital, the rate of dividend may be raised to a 
maximum of 5% and the balance of profit shall be transferred to 
the Central Government. The Corporation has removed a long-felf 
w-ant and is sure to accelerate the pace of industrialisation in pur 
country. 

During 1948-1961 the Industrial Finance Corporation of India 
sanctioned loans aggregating Rs. 105-82 crotes of which Rs. 57-35 
crores were disbursed. In view of the tight monetary conditions 
in the money market, the_ Corporation granted accommodation of 
working expenses also, thus deviating from its general policy. The 
outstanding amount of loans at the end of June 1961 \vas Es. 42-23 
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crorcs. During the year 1960-61 the Corporation sanctioned loans 
in foreign currencies of the equivalence of Rs. 4-30 crores. It 
approved 9 applications for Rs. 13-29 crores for guaranteeing 
deferred pajunents and agreed to underwTite shares for Rs. 2-32 
crores. In April 1960, the Development Loan Fund of the U.S.A. 
Government sanctioned a loan of 10 million U.S. Dollars to the 
Corporation for being loaned to industrial concerns which apply 
for foreign exchange loans. 

The following suggestions have been made by Dr. S. K. Basu 
to improve the w'orking of the Corporation; — 

(а) The Corporation has confined its financial assistance to 
loans and advances against mortgage of tangible assets. Its scope, 
which had been considerably restricted by prohibiting it from 
subscribing to the share capital of its industrial customers, is now 
further circumscribed. Government should consider the desirability 
of authorising the Corporation to take up redeemable and non- 
rcdeemable preference and even ordinary shares in the industrial 
companies from the point of \new of adjusting its methods of finance 
to the peculiar needs and merits of each particular case. In the 
present depressed conditions of the capital market, a reconsideration 
of its policy by the Corporation in this respect may prove to bo of 
great advantage to the industrial concerns. 

(б) The maximum .period for the loans so far allowed is 
15 years and has ordinarily been 12 years. The period allowed 
is much shorter than that permissible under the Act and is likely 
to prove a handicap to many concerns. In cases where some years 
would be required for development, ' the better and sounder 
method of financing to be adopted by the Corporation should be 
the taking up of redeemable preference shares with or without 
cumulative dividends. But for that the Act w'ould have to be 
amended. 

(c) Another defect in the organization of the Corporation is 
the absence of a Department of Economic Research. The Cor- 
poration should consider the desirability of engaging an Economic 
Adviser or a Director of Economic Research. 

(d) The Coiporation should steer clear of another danger, 
that of extending its assistance indiscriminately to industrial 
concerns with which its directors or their friends are closely 
associated. Under the Act there is no restriction upon the Corpo- 
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ration's powers to assist the concerns in \\hich the directors are 
directly or indirectly interested. 

The Industrial Finance Corporation Act, 1948 was furtlier 
amended in 1955. The amending Act provides, among other things, 
for a Central Committee instead of an Executive Committee of the 
Board of Directors, and the appointment of a stipendiarj' Chair- 
man to be assisted by a General Manager in place of the honorary 
Chairman and a paid whole-time Managing Director. Those 
amendments were made in pursuance of the recommendations of 
the Industrial Finance Corporation Enquiry Committee. Among 
the other important amendments, mention may be made of the 
provisions for (i) the grant of right to the Corporation to borrow 
from the Central Government and to lease any property pledged 
or mortgaged to the Corporation and (it) the removal with the 
permission of the Central Government of the seven-year limit in 
respect of the period up to which the Corporation may hold any 
stocks, shares, bonds or debentures in fulfilment of its underwriting 
liabilities. The amending Act also enables industrial concerns, 
formed with the object of engaging in the manufacture or process- 
ing of goods, to become eligible for financial assistance even before 
they start production. The Act was again amended in November, 
1957. The Corporation was authorised to accept deposits also from 
State Governments and local authorities and to guarantee deferred 
payments by importers who were able to make such arrangements 
with foreign manufacturers. The Amendment Act of I960 further 
empowered the Corporation to guarantee loans raised b3' industrial 
concerns from scheduled banks and State co-operative banks. It 
also authorised the corporation to subscribe directly to stocks or 
shares of any industrial concern. 

The Industrial Finance Corporation Enquiry Committee 
made a munber of suggestions on matters of policy. For example, 
it suggested that (n) no loans shall ordinarily be granted to 
industries where the ‘saturation point’ has been reached, (b) the 
Government should issue directive to the Corporation regarding the 
principles to be followed by the latter in granting loans, 

(c) Government should give to the Corporation a clear indication 
us to which regions should be treated as backward with a wew 
to enabling the Corporation to ^ve preference to such areas and 

(d) the Corporation should not participate - in equity or risk 
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capital until the Reserve Fund of the Corporation has aggregated 
Rs. 5 crores. Most of these recommendations ^vere accepted by 
Government. 

State Financial Corporations 

The State Financial Corporations Act/ 1951 was passed to 
enable the State Governments to establish similar Financial Corpo-" 
rations for providing long-term credit to medium and small-scale 
industries. Under the Act the authorised capital of a State Financial 
Corporation shall not be less than Rs. 50 lakhs and more than Rs. 2 
ciores. So far such corporations have been set up in about 14 
States. In Madras, the Madras Industrial Investment Corpo- 
ration Ltd. performs the functions of such corporation. The 
share capital of each corporation is guaranteed by the State Govern- 
ment as regards repayment of the principal and the payment of 
the dividend. The public can subscribe to its share capital to 
the extent of 25% of the total. The corporation can, however, 
accept deposits from the public for a period of five years and 
borrow funds from the Reserve Bank against the Central and Slate 
Government securities, repayable within ninety days. It is 
managed by a Board of ten directors. The State Government 
appoints the Managing Director in consultation with the Reserve 
Bank and nominates three other directors. The Reserve Bank 
and the Industrial Finance Corporation of India nominate one 
director each. The scheduled banks, insurance companies,rinvest- 
ment trusts and co-operative banks elect three directors. 

The State Financial Corporations Act was amended in 1956. 
The main objects of the amending measure were: (1) to remove 
certain difficulties -experienced in the actual working of the Act 
during the last few years ; (2) to enable a group of two or more 
States to establish, by agreement among themselves, a joint financial 
corporation for tliem ; (3) to provide for the extension of the juris- 
diction of an existing financial corporation of a State to another 
State by agreement ; (4) to empower the State Financial Corpora- 
tions to undertake agency functions on behalf of the Cenbal 
Government, a State Government or the Industrial Finance CoipO- 
ration of India r(S) to enable the State Financial Corporations to 
take short-term loans from the Reserve Bank ; (6) to provide for 



376 FUNDAMENTALS OF BANKING THEORY AND PRACTICE 

the grant of financial accommodation by the Corporations to small- 
scale and cottage industries, not having sufficient tangible assets, 
against the guarantee of a State Government or a scheduled bank 
or a co-operabve bank ; (7) to vest the Corporations with certain 
powers for the efficient management of the industrial concerns 
taken over by them ; and (8) to empower the Reserve Bank to carrj' 
out. at the instance of the Central Government, inspection of the 
working of State Financial Corporations. 

The total paid-up capital of such Corporations stood at 
Rs. 15-23 crores, reserves at Rs. 0-11 crore and bonds and deben- 
tures at Rs. 7-17 crores. They sanctioned total loans of Rs. 3T1 
crores of which Rs. 22-2 crores were actually disbursed till the end 
of March, 1961. ‘ 

Financing of small-scale industries 

With a view to liberalising financial assistance to small-scale 
industries, the Government of India indicated to the State 
Governments in June, 1955 that they would be prepared to place 
funds at the disposal of the State Governments so as to enable 
them to liberalise their rules for the grant of loans up to certain 
limits to small-scale industries under the State-Aid-to-Industnes 
Rules or through the medium of co-operative banks to other 
agencies. The State Bank of India, in consultation with the 
Reserve Bank of India, has taken the initiative in devising a scheme 
for co-ordinating efiectively the activities of the co-operative credit 
organisations, commercial banks and the State Financial Corpora- 
tions, in order that the credit requirements of small industries might 
be adequately met. 

Besides, a Corporation called the National Small Industries 
Corporation *was started in September, 1955 for tire purpose of 
promoting the development of small industries. The Corporation 
has introduced a scheme for hire-purchase, on easy instalments, of 
machinery or equipment needed by small industries. The initial 
deposit which is payable in two instalments, is 20-40% and the 
rate of interest is 4|-% per annum. 

It may be mentioned that, in pursuance of one of the recom- 
mendations of the informal conference on rural finance convened 
by the Resen'e Bank in 1951, the Reserve Bank of India Act was 
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amended in May 1953, to provide finance for cottage and small 
industries as are approved by the Bank's Central Board of Directors. 
The handloom industry has been approved by the Board as one 
eligible for financial assistance from the Bank under this provision, 
and finance is proposed to be made available through State co- 
operative banks at a concessional rate of 1^% below the Bank rate. 

National Industrial Development Corporation Lid — ^The 
National Industrial Development Corporation Ltd. was established 
on October 20, 1954. This Corporation is expected to be an 
important instrument for securing the harmonious development of 
industries in both the public and private sectors. The object of 
the Corporation would' primarily be the development of industries, 
particularly those which are necessary to fill the gaps in the 
industrial structure. It will undertake financing of industries only 
in so far as it is incidental to such development. It will give 
priority to the establishment of the manufacture of capital goods, . 
machinery and equipment for other industries. It will take up 
the study and investigation of industrial schemes, and, in imple- 
menting them, will try to secure, where possible, the maximum 
use of industrial equipment, experience and skDl available in the 
private sector. In other cases, it wll itself set up industries, which 
might in their turn lead to the growth of ancillarj' industries in 
the private sector. 

The primary function of the Corporation is to promote, 
establish and operate schemes likely to advance the industrial 
development of the country. For tliis purpose, it can render 
assistance to any type of industrial undertaking, whether it is 
owned or managed by Government, statutory body, company, firm 
or individual. The assistance can be provided in the shape of 
capital, credit, machinery, equipment or any other type of facility. 
The Corporation can provide finance to industrial undertakings irr 
different forms. Thus, it can grant loans and advances to indus- 
tries. It can subscribe to, undeiv\Tite or deal in the shares and 
debentures of companies. It can also guarantee loans and advances 
to industries, as well as issues of shares and debentures made by 
companies. Its own capital can be invested directly in companies 
formed for running an industrial undertaking approved by it. 
Certain powers have been granted to the Corporation in order to 
enable it to exercise control over industrial undertakings witli which 
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5t i«- connected. Thus, it can manacC/ control or rapernS s 
concern by nominating directors or advisers or othenvise cdials^- 
rating with it. it cm enter into partnership or any other zrmp 
ment^ for joint worJeing with a concern. It can also 
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or running an industrial undertaking, 
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/■ has been provided entirely by tlic Go'.'emiatai 
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resourc<s by issuing shares and debentures. It can also recat-c 
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ts, banks, companies or indinduals. 

Ihe Corporation rsill have a minimum of 15 directors and a 
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investments and the Private ownership of industri^ 
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issues of shares and secuiit^ ^P°“®or and underwrite new 

private investment sources -^r guarantee loans from other 
investment by revolving investm*^^ make funds available for TO' 
furnish managerial, techn' ^ mpidly as is prudent 7 
ns-sist in obtaining managerial t^n administrative advice and 
to Indian industry. ^ nica! and administrative services 

authorised capital of the n 

dmded into 500 000 ordm=.„, Corporation is 3?s. 25 crores, 
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at present is Rs. 5 crores, .comprising 5 lakh ordinary shares of 
Rs. 100 each issued at par. Each share will entitle its holder 
to one vote. Several Indian banks and insurance companies and 
certain of the directors of the Corporation and their friends and 
associates have agreed to take up shares to the extent of Rs. 2 
crores. Certain nationals and corporations of the U.S.A. have 
agreed to subscribe Rs. 50 lakhs. The British Eastern Exchange 
Banks and certain U.K, and other Commonwealth insurance 
companies and other British companies have agreed to subscribe 
Rs. 1 crore. The remaining shares for Rs. 1-50 crores were 
offered for public subscription ; the subscription list was open from 
Tebruaiy 3 to February 14, 1955, and tlie issue was reported to 
have been over-subscribed. 

The Government of India have agreed to advance to the 
Corporation a sum of Rs. 7-50 crores, free of interest, repayable 
in 15 equal annual instalments after the expiry of 15 years from 
the date of the advance. The advance will rank for payment only 
after payment of all outstanding debts and liabilities and the 
paid-up share capital of the Corporation ; each annual instalment 
as it falls due will, however, be treated as a debt of the Corpora- 
tion and not as part of the advance outstanding. In the event of 
liquidation of the Corporation, its surplus assets will be divided 
between the holders of the ordinary shares and the Government 
of India in proportion to the paid-up ordinary share capital and 
the advance outstanding. If liabilities exceed assets by 20 per 
cent of the aggregate of the paid-up share capital and the advance 
outstanding, a consultation wll take place bebveen the Government 
of India, the Corporation and the International Bank for 
Reconstruction and Development (I. B. R. D.) to examine the 
situation and prospects of the Corporation, and to determine what 
remedial actions may be recommended to the Corporation. If 
liabilities exceed assets by 30 per cent., the Government of India, 
in consultation with the I, B. R. D. and the Corporation, will be 
entitled to apply to the Court for an Order for the winding up of 
the Corporation. So long as there is any advance outstanding, 
the Government of India will be entitled to appoint, maintain and 
remove one Director on the Board of the Corporation to represent 
it : this Director will neither be liable to retire by rotation nor be 
required to hold any share qualification. 
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The International Bank for Reconstruction and Development 
has agreed to lend to the Corporation, from time to time, an 
amount in various cmrencies equivalent to $10 million. Repay- 
ment of the pnncipal, interest and other charges on the loan has 
been guaranteed b}' the Government of India. The Development 
Loan Fund has sanctioned in 1960 a further loan of U.S. S 5 million 
to the Corporation. 

The Government of India and the Corporation intend that 
the membership of the Corporation should be broadly distributed 
and that there should be no undue concentration of control. To 
ensure this, the Board of Directors will exercise their rights with 
respect to registration of transfer of shares so as to prevent any 
one person or company or group of affiliated persons or companies 
from acquiring effective control of the Corporation. Any dispute 
between the Government of India and the Corporation as to 
whether effective control of the Corporation has been acquired may 
be referred to arbitration. If the arbitrator determines that such 
control has been acquired, the outstanihng Government advance 
will have to be repaid by the Corporation at the end of a. reasonable 
period fixed by him, unless appropriate remedial measures are 
taken. 

Unclassified shares may be issued by the Corporation with a 
preferential or qualified right to dividends and in distribution of 
the assets and with a special or without any right of voting. How'- 
ever, no shares can be issued without the sanction of the Company 
in General Meeting (i) imless they are offered to the existing share- 
holders in proportion to the shares held by them (irrespectir'e of 
the class of shares) and {it} if the aggregate nominal amount of 
preference shares issued exceeds the aggregate nominal amount of 
the issued ordinary shares of the Corporation. 

The Corporation is empowered to borrow, provided the amount 
borrowed and guaranteed by the Corporation, does not exceed three 
times the aggregate of (1) the vmimpaired capital, (2) the outstand- 
ing advance from the Government of India, and' (3) the surplus and 
reserves of the Corporation. 

After the expiry of five j-ears from its incorporation, the 
Corporation wall be required to transfer 25 per cent of its 
profits every year to a Reserve Ftmd to meet contingency 
and for other purposes conducive to the interests of the 
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Corporation, until the Reserve Pund is equal to the outstanding 
Government advance. 

{Soured: Reserve Bank of India Bulletin for February, 1955) 

Up to the end of 1960, the Corporation has sanctioned rupee 
loans and guarantees for Rs. 6-55 crores, loans in foreign currencies 
for Rs. 12-63 crores, undeiAvriting of shares and debentures for 
Rs. 9-67 crores and made direct subscription to preference and 
equity capital for Rs. 2-56 crores. 

Refin.ange Corporation for Industry Ltd. 

In terms of the Agricultural Commodities Agreement under 
P.L. 480 signed by the Government of India and the Government 
of the U.S.A. in August, 1956, a sum of about Rs. 26 crores was 
to be earmarked for relcnding to private enterprises through estab- 
lished banking facilities. It was ultimately decided to channel 
these funds through a separate corporation. Accordingly, the 
above Corporation was formed on the 5th June, 1958 to provide re- 
financing facilities to lending institutions. The Corporation has an 
authorised capital of Rs. 25 crores, of which, Rs. 12-50 crores have 
been subscribed, by tire Reserve Bank, Life Insurance Corporation 
of India, the State Bank of India and 14 larger scheduled banks. 
Its paid-up capital amounts to Rs. 2-50 crores. The Corporation 
is managed by a Board of seven Directors with the Governor of the 
Reserve Bank as Chairman. Three Directors are elected from 
amongst the shareholder banks other than the State Bank of India 
while one of the Deputy Governors of the Reserve Bank, the Chair- 
man of the State Bank of India and the Chairman of the Life 
Insurance Corporation of India are the remaining three Directors, 
From out of the total funds of the Corporation at Rs. 38-50 
crores, each participating bank was allocated a quota varying from 
Rs. 1-25 crores to Rs. 3 crores depending upon the size of its 
deposits. In the case of the State Bank of India, however, a quota 
of Rs. 5 crores was.allotted. The loans to be eligible for refinance 
are to mature within three to seven years and the amount of loan 
to any single borrower must not exceed Rs. 50 lakhs. Loans must 
be to a medium-sized industry, i.e., a concern whose paid-up capital 
and reserves are not less than Rs. 5 lakhs and do not exceed Rs. 2-50 
crores and made for the purpose of increased production. The 
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lending institutions are to hold the security for the refinancing faci- 
lity in trust for the Corporation. 

The refinancing facilities have since been extended to 43 banlcs, 
14 State Financial Corporations, Madras Investment Corporation 
and three State Co-operative Banks vithout requiring them to 
become shareholders. As a result, the quota allotted to the share- 
holders has been abolished. The maturity of loans has also been 
extended from seven years to ten years and refinancing facilities 
made available against medium-term loans to small-scale indus- 
tries provided higher loans are guaranteed under tlie Credit 
Guarantee Scheme. 

Up to the end of 1960, the Corporation sanctioned applications 
for 578-00 lakhs and actually disbursed Rs. 226-00 lakhs. 

Guarantee Scheme for Advances Granted 
TO SJtAIX-SCALE INDUSTRIES 

In order to encourage banks to make increasing advances to 
smaU-scalc industries, the Government of India, in consultation 
with the Reserve Bank of India, evolved a Guarantee Scheme which 
ranae into force from July 1, I960. The Scheme is to operate 
initially for two years on an experimental basis and its object is to 
help the enlargement of institutionai credit to small-scale industries 
by fording some protection to the lending institutions against 
possible lossK. The Scheme provides for the sharing of such losses 
by the lending institutions and the Government of India, and the 
maximum amount recoverable under the Guarantee Scheme in 
respect of any one advance is Rs. 1 lakh. The Reserve Bank is 
to administer the Scheme on behalf of Government and there are 
selected institutions which will be entitled to the benefit of the 
Scheme, namely, 48 scheduled banks, 21 State Co-operative Banks, 
14 Stete^ Financial. Corporations, hladras Industrial Investment 
Corporation Ltd., the State Bank of India and its subsidiaries. Other 
bai^ and credit institutions can take advantage of the guarantee 
facility in respect of advances made by them to small-scale indus- 
tries provided a selected institution is a participant in such advances 
to the extent of not less than 25% of the advanced amount.' The 
S^eme has since been extended to 52 districts and applies to 
advance sanctioned from July 1. i960. The duration of a guaran- 



STOCK EXCHANGE AND INDUSTRIAL FINANCE 


383 


tee is not to be more than seven years from the date of the first dis- 
bursement of the advance. The charge for issuing a guarantee is 
I per cent per annum on the maximum amount of advance or limit 
as sanctioned.’ Up to the SOtli June, 1961, 941 guarantees have been 
issued in respect of advances aggregating Rs. 281 -39 lakhs. 


■Report of the Committee on Finance for the 
Private Sector 

In October, 1953 the Reser\'C Bank of India appointed a 
committee under the Chairmanship of Shri A. D. Shroff to examine 
how increased finance would be made available to the private 
sector through sources other than those which are under the consi- 
deration of the Taxation Enquiry Commission. The Committee 
was, in particular, asked to examine the possibilities of providing 
on a larger scale bank finance for development in the private 
sector. -The Committee submitted in its report to the Reserve Bank 
of India a series of measures for implementation by Government, 
the Reserve Bank of India, financial institutions, industrialists, etc. ‘ 
Some of the important recommendations are summarised below; 

The Committee feels that in the past few years several changes 
have occurred in the socio-economic climate of this countrj' which 
tend to discourage and discredit private enterprise. The Com- " 
mittee is of the opinion that unless these inhibiting factors are 
remedied, mere multiplication or strengthening of agencies supply- 
ing finance rvill not add much to industrial development. 

Private investment is being affected adversely by the threat 
of nationalisation, wliich persists despite the assurance given by 
leading members of Government that the statutory powers for 
nationalisation of undertakings in the private sector will not be 
used unless compelling reasons arise. The Committee is of the 
opinihn that in respect of large investments in scheduled industries 
which take tinre to fructify, it should be possible" for Government 
to give some assurance of immunity from nationalisation, at least 
for a reasonable period. 

A major factor impeding private investment in India today 
is the imposition of a variety of additional obligations on employers 
by legislative measures or by Tribunal Awards in regard to pay- 
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ments to labour emplo 3 *ed and conditions of employment. The 
Committee urges that early steps should be taken to remove the 
confusions and uncertainties in regard to labour legislations and 
awards and to ensure that a rise in the rewards of labour docs not 
run ahead of the increase in the productivity of labour. 

The Committee feels that in addition to the steps already taken 
by the Reserve Bank, there are other directions in which the Resen'e 
Bank can give a lead and help commercial banks to undertake their 
new responsibilities with a greater degree of confidence. The Com- 
mittee does not think it advisable for the Reserve Bank to finance 
directly investment in private industries. But it feels that the 
Reserve Bank can facilitate larger investment by commercial banks 
and other financial institutions by suitable adjustment in its loaning 
and rediscounting practices. 

On the question of long-term advances by commercial banks 
to industries, the Committee is of the opinion that in the general 
interest of the credit structure of the country, it does not appear 
desirable to encourage a tendency on the part of banks to lean on 
the ReServ’e Bank for providing liquidity against such advances 
‘ which they may make on their own judgement and initiative. 

The Committee recommends that banks should endeavour to 
increase their investments in the shares and debentures of first class 
industrial concerns, to make larger advances to approved parties 
against such shares and debentures and subscribe to a greater extent 
to the shares and bonds of specialised institutions like the Indus- 
trial Finance Corporation of India and the State Financial 
Corporations. 

The leading banks in India, in co-operation with insurance 
companies, should form a consortium or s}mdicate under the 
leadership of the Imperial Bank of India (now the State Bank 
of India) for underwriting or investing in new issues of shares 
und debentures of industrial companies. To facilitate this, the 
Imperial Bank of India Act should be suitably amended. ' 

The Committee recommends that the Reserve Bank should 
treat shares and bonds of the Industrial Finance Corporation of 
India and State Financial Corporations as on a par with Govern- 
ment sechrib'es for advances under Section 17(4) (a) of the Reserve 
Bank of India Act, on such terms regarding margin, etc., as the 
Reserve Bank may deem appropriate. In order to ensure the 
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marketability of these shares, the statutory restrictions on the 
holdings of such shares should be removed. 

Having regard to the peculiar difficulties of the smaller banks, 
the Committee suggests for the consideration of the Reserve Bank 
of India whether any of the directive or criteria laid down by the 
Bank could be suitably relaxed, \vithout prejudice to sound bank- 
ing principles, in view of the special characteristics of the smaller 
banks such as their deposit structure, and other local conditions. 

Facilities under the Bill Market Scheme should be liberalised. 

The Committee feels tjiat on the analogy of the Bill Market 
Scheme it may be possible to explore ways and means of increasing 
the resources of banks for the provision of medium-term finance 
by the Reserve Bank through similar facilities under proper 
safeguards The Reserve Bank may, therefore, examine ‘such 
possibilities, including if necessary, suitable amendments to the 
Reserve Bank of India Act. 

The Committee considers that it is of the utmost importance 
that the existing Remittance Facilities Scheme formulated by the 
Reserve Bank should be further liberalised. The Reserve Bank 
should, in consultation with the Government of India, work out a 
detailed scheme of financial assistance to licensed scheduled banks 
opening branches in accordance with the expansion programme 
submitted by the banks and approved by the Reserve Bank. 

The Committee recommends that the question of linking 
indigenous bankers and shroffs directly wth the Reserve Bank 
should be actively pursued by the Bank in consultation rvith the 
shroffs. 

Meanwhile, the Committee suggests that those shroffs who are 
doing their business by way of sight hundis should consider the 
possibility of introducing 90 days hundis where practicable. To 
encourage the use of usance hundis on a large scale, the 
Committee recommends that the Government of India should 
consider the question of further reducing the rates of stamp duty on 
such hundis. 

Pending the direct linking of indigenous bankers with the 
Reserve Bank, steps should be taken to encourage the rediscounting 
hy the Reserve Bank of the usance bills of indigenous bankers 
such as the Shikarpuri Shroffs, through scheduled banks. If there 
are any legal difficulties in the way, the Reserve Bank maj? take 
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necessary steps to have the Rcser\‘c Bank of India Act suitably 
amended. 

The Committee recommends that commercial banks should 
consider the rediscounting of bills, drawn traders and small 
industrialists and endorsed by shroffs, even in place where the banks 
do not have their offices, provided that the hanlcs arc satisfied 
regarding the standing of the parties. 

To enable insurance companies to invest a large proportion 
of their funds in industrial shares and debentures, it is rccorn- 
mended that Section 27 of the Insurance Act may be amended so 
as to require the companies to invest their funds as under; 25 per 
cent in Government securities, 20 per cent in Government securities 
or other approved securities and the balance of 55 per cent in 
other investments specified in Section 27 A. 

In order to make the Industrial Finance Corporation of India 
a more useful instrument for the provision of industrial finance, 
t e Committee recommends that where Uic Corporation is satisfied 
that the mana^ng agent has a reasonable financial stake in the 
company to which a loan is granted, and is also regarded as eligible 
m other ways, the additional guarantee of the managing agent need 
not he insisted upon. 

In order to promote better mobilisation of capital, the 
ndustrial Finance Corporation of India should endeavour to give 
loans in the form of debcnbires which can, at suitable times, be 
gradually placed in the market. 

The Committee recommends that the Industrial Finance 
Corporation of India and the State Financial Corporations should 
gve batdfs an opportunity to participate in the loans sanctioned by 
em. he Corporations should also examine the question of 
paranteemg the long-term loan advanced by scheduled banks or 
insurance companies. 

The Committee is satisfied that genuine hardship is caused 
0 sm radustries on account of delay in payments by Govem- 
^nts and Government agendes against goods supplied to them, 
ine Committee, therefore, recommends that the Central and State ' 
oveniments should explore the possibility of opening letters of 
credit favour of suppliers stipulating for payments on the 
pr^entehon of inspection notes by a duly authorised officer of the 
indenting department. 
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^ The Committee feels that if the registration fee on hypotheca- 
tion bonds of proprietary firms and partnerships registered with 
the Registrar of Assurances, which is payable on an ad valorem 
basis at present could be reduced to Rs. 5, it would facilitate the 
grant of loans to such concerns by commercial banks. 

The Committee recommends that in order to augment the 
finance available to small industries, a Special Development 
Corporation for small industries should be constituted immediately. 
In &e setting up of this Corporation, the broad features of which 
are described in the report, the Reserve Bank of India should take 
the initiative and work out, in collaboration \vith the other interests 
concerned, the actual details of its working. 

The Committee feels that the establishment of proper issue 
houses should be encouraged in order to facilitate the raising of 
fresh capital through floatations on the capital market. 

The Committee is of the opinion that industrial investment can 
be assisted through the formation of investment trusts and unit 
trusts. The Committee feels that unit trusts in particular would 
be eminently suitable to conditions in India and that steps should 
be taken by both the public and the private sectors to encourage 
the formation of such institutions. 

Industrial Finance Corporation in U. K. 

The problem of providing industries in the U. K. with special 
facilities for obtaining new capital was given serious consideration 
in the early thirties. The Macmillan Committee (1930-31) which 
examined the whole problem of industrial finance reported that 
there was a gap in the existing arrangements for the provision of 
credit owing to the absence of financial machinery specifically 
designed to provide (i) business with temporary finance in anticipa- 
tion of an issue of capital and with medium-term finance in connec- 
tion with contracts and («) smaller and medium-sized business with 
long-term capital, where the amoimts involved (say, up to ;£200,000) 
would not justify or possibly permit of a public issue. The 
Committee recommended the creation of a special institution to fill 
this gap. 

This recommendation was not implemented rmtil the abnormal 
conditions following the termination of World War II lent new 
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urgency to the problem. In 1945 two Corporations— uiz., the 
Industrial and Commercial Finance Corporation (ICFC) and the 
Finance Corporation for Industry (FCI) were established along 
the lines suggested by the Macmillan Committee. The ICFC was 
designed to meet the gap in medium-term and long-term finance 
facilities for the smaller and medium-sized industrial and commer- 
cial business where the amounts involved were between £5,000 and 
£200,000. The FCI was established to cover the gap in the field of 
medium and large-scale finance for big industrial concerns. Both 
these Corporations are intended to provide finance where normal 
channels are unsuitable and both are required not to compete with 
existing sources of capital but to supplement them. They are 
functioning as ordinary limited companies with no official re- 
presentation on their Boards and having no recourse to public 
funds. The management of the ICFC is entrusted to a Board of 
eight Directors representing the Bank of England and the Clearing 
and Scottish Banks. The FCI is being managed by eight Directors 
representing the commercial, financial and industrial interests in 
the country. 

Resources : The authorised share capital of the ICFC is £15 
million. It can, in addition, borrow up to a further £30 million. 
The Shareholders are (») the Bank of England, who have a token 
participation of £4 million and (fi) the London Clearing Banks 
and the Scottish Banks who took shares in proportion to their 
deposit liabflities. Loan capital is provided by all the shareholders 
in the same ratio as their shareholdings. As at the date of the 
last Balance Sheet (March 31, 1954) the total resources of 
the Corporation amounted to £29 rniilion of which £7-5 million is 
share capital and £19-8 million is loan capital. 

The Finance Corporation for Industry — the larger of the two 
institutions — has an authorised capital of £25 million divided into 
2,500,000 shares of £10 each. The issued and called-up capital is 
only £500,000 (t e. 2 per cent of the authorised capital) of which 
40 per cent is held by insurance companies, 30 per cent by trust 
companies and 30 per cent by the Bank of England. The Corpora- 
tion is also empowered to borrow from banks up to four times the 
amount of its authorised capital ; its total potential resources thus 
amount to £125 million. 

Magniiude of Assistance : At the end of March 1954. the 
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total loans and advances made by the ICFC amounted to nearly 
£2B million. An industry-wise analysis of its advances and invest- 
ments from 1946 to 1954 shows that a large variety of industries 
have received assistance from the Corporation. Chemicals, electri- 
cal engineering, textiles and wholesale and retail distribution have 
had substantial shares in the total advances. In recent years, 
advances to food, drink and tobacco, building and scientific instru- 
ments industries have been showing an increase. By the end of 
1954, medium business had received nearly three-fourths, and 
small businesses the remainder, of the total amount of assistance 
given, although the former accounted for only one-third of the total 
number of approved cases. 

The FCI, on its part, has given financial assistance to a wide 
variety of business such as diesel engines, permanent prefabricated 
houses, shipping, electrical components, steel, oil and chemicals. 

At the end of March 1954, the Corporation’s total investments and 
commitments to companies other than steel companies amounted 
to ^41 million. The total loans and participations and forward 
commitments made by the Corporation showed a steady rise since 
its inception in 1945 and stood at £77-2 million at the end of March 
1954. 

Loan Policy : The financial facilities provided by the ICFC 
have taken a number of different forms according to the merits 
and special requirements of each case. For example, if money 
is required to cover the cost of re-equipment or re-conversion and 
borrowers may be expected to repay the loans out of their profits, 
fixed loans, either secured or unsecured, are granted. If granting 
of assistance for this purpose involves some risk, finance is provided 
through participating preference shares. When the reconstruction , 
or e.xpansion of an undertaking requires capital of a permanent 
nature, financial facilities are offered through non-redeemable 
preference shares -accompanied possibly by a proportion of ordinary 
shares. When the balance sheet and prospects of a company, 
anxious to build a new factory or instal new machinery, do not 
justify an imsecured loan, but the company requires additional 
working capital to finance the increased turn-over resulting from 
the acquisition of fixed assets, the Corporation makes its contribu- 
tion partly through mortgage on fixed assets and partly through 
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security for bank loans and are calculated to strengthen the poririon 
of the company from the banker’s point of view. 

An analysis of the financial facilities furnished by the Corpora- 
tion during the nine years of its operation shows that debentures 
and secured loans have accounted for the largest proportion of the 
resources adv^anced, varying from 34 to 40 per cent of the total. 
Preference shares have accounted for 27 to 37 per cent. The 
importance of unsecured loans has bc-en diminishing in recent years: 
from a peak of 31 per cent as at the end of September, 1947 they 
were down to 21 per cent at the end of March 1954. Investments 
in ordinary shares which formed only 3 per cent of the total m 
1946 rose to 8 per cent in 1950 and further to about 10 per cent at 
the end of ilarch, 1954. Broadly speaking, two-fifths of the total 
assistance have been through subscription to shares of all kinds. 

The policy regarding rates of interest charged on loans has been 
influenced by considerations of national interest. This docs not, 
however, mean that the Corporation ignores the general level of 
interest rates. 

The FCI conducts its business with the national interest in 
view consistent with proper commercial prudence. A few instances 
of assistance are given below with a \'jew to indicating the broad 
consideration of policy in respect of the loans made to industry. 
For example, the genuine consideration shown to industries of 
national importance is brought out by the aid to the Petro-Chemicab 
Ltd. In 1946, the FCI became an important shareholder of this 
company by taking some million shares out of a little over 
million ordinary sharra issued by the companjf. At the end of 
March 1954, the total advances made to it amounted to jfSJ milfluD. 
It received assistance at a time when little experience was available 
in this field and when normal sources of finance would consider it a 
risky proposition. Although some consider that the Corporation’s 
investment in this company is still in the category of 'risk capital’- 
the Chairman of the FCI recently stated that Petro-Chemicals had 
reached the point where it was producing at a profit, although the 
profit was not yet adequate to cover the interest on capital e.xpendi- 
ture and depreciation. 

Mention may also be made of the FCI's loan to the Ultraniaf 
Company Ltd, as an instance where the Corporation was prepared 
to finance even overseas development by a British company. This 
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company ivas originally fonned to acquire, operate and develop 
oil concessions ; but now it is a holding company with its chief 
interests in Venezuelan oil. The sums loaned totalled £2 million 
secured by a first and specific charge on the company's main 
asset, a wholly-ovmed Venezuelan subsidiary. The greater part 
of the advances made by the FCI to the Ultramar has 
been repaid. 

That the interest charged by the FCI on the loans it grants is 
consistent with profitability is borne out by its practice of charging 
during the early stage of any venture, the lowest rate of interest 
consistent with its own borrowing rate. As a counter-measure, how- 
ever, this Corporation takes options to acquire shares in the capital 
of the company concerned so that, if the venture is successful, 
the Corporation will obtain compensation for the risk undertaken. 
The success in this regard is best illustrated by the example of 
Perkins Ltd. whose ordinary shares were introduced in the market 
in May 1954 and have since shown a steady rise. 

Profit or Loss : The financial results of the working of the 
ICFC showed losses totalling £341,200 during the first four years 
of its operation. In the subsequent five years, it made profits 
which enabled the Corporation to declare a maiden dividend of 

4 per cent in 1953, and in 1954 the dividend was stepped up to 

5 per cent. 

No profit was made by the FCI during the initial period mainly 
because some of the proiects financed by it took time before they 
went into production on a substantial scale. In fact, during the 
first three years of its operation, it incurred a loss of £28,635. By 
the end of March 1950, however, the losses sustained in the earlier 
years were completely wiped off and there was instead a profit of 
£74,926 (after deduction of interest on loans from banks, expenses, 
taxes and expenses of operation). Since March 31, 1951, the 
Corporation has adopted a policy of "writing off investments 
in companies in the development stage, because of the impossibilily 
of assessing the ultimate value of such investments. Any net 
surplus income accraing at the end of each j'ear is, therefore, applied 
by tire Corporation for this purpose, with the result that it has hot 
shown any profits since March 31; 1951. By the end of March 
1934, the Corporation had applied £2-7 million for writing 
off investments in pursuance of this policy, but it bad not 
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established reserves or written off preliminary expenses, nor had 

it been able to pay a dividend. 

Conclusion: From the foregoing survey, 

appear that both the Corporations have funeboned "use uUy 

financing British industries by assisting them in 
capital either through subscriptions to ordmary and 
shares or through loans carrj'ing an option for conversion 
equitj' capital. By and large, they have played a not too 
role in bridging the 'Macmillan gap* wthin the Imitations ' 
by economic and political circumstances. The 
participations of the FCI and the ICFC which 
million 077 mfllion inclusive of forward commitments) and i 
million, respectively, at the end of March 1954, w., 

be small when compared with total investments in n s ' . ‘ 

during these yeais, but their importance in the context of 
to marginal requirements cannot be minimised. ^ 

The working of both these Corporations during the p^t ni 
years has also served to dispel the apprehensions entertained ear 
regarding them. FCI’s records bring out the fact that, “ 
cases, the Corporation’s advice that applicants should find financ 
through normal channels has pro\’’ed correct. A stutty 
commitments of the Corporations shows clearly that ^ 

generally intervened only when other financial sources have i c 
A good part of the FCl's loans has gone to companies with projec 
involving heavy capital outlays over a period of years, a i - 
projects which cannot ordinarily be financed by banks. _ ° ^ 

of total loans amounting to £33 million actually made in 19 > 

the FCI, as much as £21 million had gone to the steel industry to 
help in its vast development programme. The FCFs advance o 
£8i^ million to Petro-Chemicals was also made at a time when there 
was little experience available im this field. 

Certain sections of the public viewed with serious misgivings 
the dangers of both the Corporations working at severe losses since 
their commitments were related to national interests rather than 
to profitability. This fear has also been dispelled now, as evidenced 
by the loans to Petro-Chemicals Ltd. and Perkins Ltd. The FC 
generally undertakes risks which the investment market is not always 
wTlling to back, and it supplies low-cost capital where national 
interests so dictate. It is inevitable that in some ventures these 
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two features will encounter risks high enough to make commercial 
■success extremely difficult. But it is generally agreed that the 
Corporation is doing well in this difficult task. 

It is generally accepted that the FCI’s scope to help industrv' 
might be somewhat %vider than hitherto. So far, the call on the 
FCI for finance in anticipation of capital issues has not been as 
great as was expected "owing to many special factors. Some of 
the largest industries — c.g., steel — were taken out of the province 
of private finance as a result of nationalisation. Moreover, a good 
many of the larger concerns had found themselves at the end of 
the War with liquid resources which were large enough to finance 
capital equipment to the extent to which equipment was available 
for purchase. As these resources become exhausted (and there are 
signs to this effect), there may be increased need for assistance from 
the FCI. It is also anticipated that there will be greater scope for 
the FCI in view of the (now denationalised) steel industry’s 
programme of development and modernisation. 

To some extent, the bottleneck in the field of industry in recent 
years has not been so much the lack of finance as the non- 
availability of physical resources. This was responsible for the 
relatively mild advance in demand for capital funds experienced 
by the ICFC in 1953. In part, it also reflected the willingness of 
banks to expand advances and the increased activity of the new 
issue market ; from 1952 onwards, the position in regard to financial 
capital for industry has eased somewhat, as indicated by the 
introduction of investment allowcinces in the 1954 budget, with a 
view to encouraging industry to step up its scale of investment. 
Nevertheless, there seems to be still good scope for the ICFC 
inasmuch as it is prepared to facilitate industrial development 
through the provision of capital funds and loan capital at favourable 
rates of interest, tailored appropriately to suit the needs of individual 
applicants. Although finance for the ‘Macmillan gap’ is a risky 
one, since the securities issued b}' borrowers have no ready market 
and must be held without hope of disposal when business is bad 
and the borrowers are comparatively less creditworthy, the ICFC 
l^s already done a good deal for filling this gap. It is stated that 
me upper limit of its lending (£200,000) is a factor handicapping 
Its ability to make profits and that if the Corporation is permitted 
to compete for a certain amount of business outside the ‘Macmillan 
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gap”, it would perhaps be in a better position to take risks ^vithin 
the 'gap' itself. In that case, it is felt that it might be possible 
for the ICFC to invest a larger proportion of its resources in equities 
than hitherto. 

{Source : Reserve Bank of India Bulletin for February 195S). 



CHAPTER XI 


BANKING LEGISLATION IN INDIA 
AND PARTITION 

There is no division of opinion about the necessity for banking 
regulation in India. The demand for banking control and regula- 
tion gathered a momentum, when the Travancore National and 
Quilon Bank Ltd., suspended payment in 1938. It was then felt 
that the provisions of the Indian Companies Act were too 
inadequate for the regulation of banking on sound lines and also 
that there should be a comprehensive banking legislation, like the 
Insurance Act, to guide banking in India on lines of safety. The 
questionable way in which some Indian banks were managed, 
coupled with the failure of many such banks, reinforced the demand 
for such a legislation, and accordingly a draft of such legislation 
was framed in the year 1939, apparently with a view to focussing 
public opinion. In the said draft it was pointed out by Sir James 
Taylor, the then Governor of the Reserve Bank of India, that the 
objective of the proposed legislation was to safeguard the interests 
of the depositors, who had to pay dearly for the failure of many 
banking institutions. The said draft was circulated for tlie purpose 
of eliciting opinions from different quarters and did not proceed 
further. In the year 1944 the matter was revived and a new draft 
was prepared for banking legislation in the light of the opinions 
received in this regard in the year 1940. But in view of the pre- 
occupation with the last war, the Government did not think 
it opportune to move the bill at that time. Subsequently, the 
inflationary conditions in the money market and the continuance of 
tile cheap money policy by the Government led to an excessive 
increase in bank deposits, absolutety and relatively, which led the 
Reserve Bank of India to foresee the development of some 
untoward circumstances just after the conclusion of the war, unless 
some preparatory measures were taken by the Government to 
regulate the activities of banks. Moreover, the development of a 
few undesirable features in war-time banking in India made the 
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Reserve Bank think that a bank crisis might lie ahead if those 
imwelcome features are not removed. Accordingly, some of the 
provisions of the draft legislation were incorporated, by way of 
additions and amendments, in the Indian Companies (Amendment) 
Act, 1944, in order to remove some of the undesirable features 
discernible in jthe capital structure and management of banking 
companies after the outbreak of the war. Under Sec. 277 H.H. 
no banking company shall employ or be managed by a managing 
agent, or any person whose remuneration or part of whose 
remuneration takes the form of commission or a share in the profits 
of the company, or any person having a contract \vith the company 
for its management for a period exceeding five years at any one 
'time. Under Sec. 2771 the following restrictions were imposed; — 
(i) The subscribed capital -of a banking company should not 
be less than half the authorised capital and the paid-up 
' capital not less than half the subscribed capital ; 

(I'f) the capital of the banking company should consist 
of ordinary shares only and such preference shares as may 
have been issued before the commencement of the Indian 
Companies (Amendment) Act, 1944 ; and 
(m) the voting rights of all shareholders should be propor- 
tionate to the contribution made by the shareholder, 
whether a preference shareholder or an ordinary share- 
holder, to the paid-up capital of the company. 

These restrictions were however not applicable to banks in- 
corporated before the IStlr January, 1937. These provisions 
coupled with the promulgation of Rule 94A of the Defence of India 
Rules relating to the control of capital issues restricted the growth 
of mushroom banking institutions. 

Stock was then taken of the operations of banks during the 
war and on the 16th November, 1944, a Bill was introduced for 
consolidating and amending the law relating to banking companies. 
The said Bill having lapsed, a 'new Bill called the Banking Com- 
panies Bill, 1946, based on the Bill of 1944 was next introduced on 
the 15th March, 1946, and was referred to the Select Committee. 
In the meantime, in order to regulate the expansion of branch bank- 
ing which had shown certain undesirable features, such as an undue 
concentration of banking offices in the larger cities, a mushroom 
expansion of branches by several small banks involving capitalised 
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expenditure beyond their resources, payment of higher rates of 
interest on deposits etc.. Government decided that the provision in 
the Bill relating to the control on the opening ol branches should be 
enacted in advance of a main Bill. The Banking Companies 
(Restriction of Branches) Act, 1946, was accordingly passed requir- 
ing banking companies to obtain the permission of the Reserve 
Bank before opening new offices or changing the location of existing 
offices. The report of the Select Committee was published on the 
17th February, 1947. 

The consideration of the Banking Companies Bill, 1946. as 
amended by the Select Committee, could not be taken up by the 
Constituent Assembly (Legislative) on account of a large number 
of amendments necessitated by the constitutional changes. The 
old Bill was, therefore, withdrawn and a fresh bill, namely, the 
Banking Companies Bill, 1948, was introduced in the Legislature 
in March, 1948. The Bill could not be passed during the budget 
session of 1948 due to the pressure of legislative business. In order, 
however, to deal with certain features in the banking situation 
requiring urgent attention and, in particular, to enable the Reserve 
Bank to assist banks in difficulties, the Government promulgated 
an Ordinance, viz., the Banking Companies (Control) Ordinance, 
1948, in September, 1948, containing some of the important provi- 
sions of the Banking Companies Bill. Later in the year 1948, the 
Select Committee on the Bill met and its report rvas presented to 
the Constituent Assembly (Legislative) by the Hon’ble Finance 
Minister on the 1st February, 1949. The Bill was passed on the 
17th February, 1949 and received the assent of the Governor- 
General on the 10th March, 1949. The Banking Companies Act 
came into force on the 16th March, 1949, and the Rules and Forms 
prescribed thereunder were published by the Government in the 
Official Gazette on the 26th March, 1949. The Banking Companies 
Act was further amended in 1950 and with the passing of the Bank- 
ing Companies (Amendment) Act, 1950, which came into force on 
the 18th March, 1950, the Act now extends to the whole of India 
Avith the exception of the State of Jammu and Kashmir. 

One of the major changes effected by the Act in the law' 
previously applicable to banking companies is the definition of 
the term “banking”. The Banking Companies Act defines the 
term “banking” as "the accepting, for the purpose of lending or 
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Reser\'e Bank is also empowered to remove from of&ce certain 
managerial personnel who have been found by any tribimal or other 
autlioiity (other than a criminal court) to have contravened the 
provisions of any law. The Reserve Bank is also empowered to 
prohibit his taking part in the management of any banking com- 
pany for a period not exceeding five years. 

In India, inadequate capital in the case of a large number of 
banking companies has been found to be one of the major defects 
of tlie banking structure of the country. Tlie Reserve Bank’s 
experience of the working of the banking companies has revealed 
a tendency on the part of small banking companies to extend the 
area of their operation by indiscriminately opening branches in 
the different parts of the country including places like Bombay 
and Calcutta. To remedy this defect, it became necessary to 
prescribe minimum capital requirements for banking companies 
in relation to the territorial range of their operations. Section 11 
of the Act accordingly prescribes the minimum capital 
requirements. 

Requirement as to minimum paid-up capital and reserves: 
(1) Notwitlistanding an 3 dhing contained in section 149 of the 
Companies Act, 1956, no banking company in existence on the 
commencement of this Act, shall, after the expiry of three years 
from such commencement or of such further period not e.\'ceeding 
one year as the Reserve Bank, having regard to the interests of the 
depositors of the company, may think fit in any particular case to 
allow, carry on business in any State of India, and no other bank- 
ing company shall, after the commencement of this Act, commence 
or carry on business in any State of India, unless it has paid-up 
capital and reserves of such aggregate value as is hereinafter 
required by this section. 

(2) In the case of a banking company incorporated elsewhere 
than in a State of India, the aggregate value of its paid-up capital 
and reserves shall not be less than fifteen lakhs of rupees, and, if 
it has a place or places of business in the City of Bombay or 
Calcutta or both, twenty lakhs of rupees ; 

Provided that no such banking company shall be deemed to 
have complied with the provisions of this sub-section, unless it 
deposits and keeps deposited with the Reserve Bank an amount 
not less than the minimum required by this sub-section, either in 
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cash or in. unencumbered approved securities, 

partly in such securities. _ +„ which the prori- ? 

(3) In the case of any banking companj , ^ ^ oP its :- 
sions of sub-section (2) do not apply, the aggregate Yahie o . . 

paid-up capital and reser^'e5 shall not be less than , 

^ ({) if it has places of business in more than one 

’ lakhs of rupees, and if any such place or placcsDf b ^ 

is or arc situated in the City of Bombay or Calcutta o , . 

both, ten lakhs of rupees ; ‘ 

(ii) if it has all its places of business in one ^atc ^ 
is situated in the City of Bombay or Ca'cutta, _ 
of rupees in respect of its principal - 

- ten thousand rupees in respect of cach of _o& P - 
of business situated in the same distnct in 
principal place of business, plus twenty-five * , 

.. , . , rupees in respect of each place of business si a 

.. where in the State otherwise than in the same d^^ v ■ 

' . ■ . Pro\dded that no banking company to ""hicn , 

clause applies shall be required to have P“^‘^P 
and reserves exceeding an aggregate value of five- . , ^ 

of rupees; _ wfii'cb' 

... : ■ Provided further that no banking company to . _ , , 

this clause applies and which has only one place of usi , 

ness, riiall be required to have paid-up “P^^ 

[ /deserves exceeding an aggregate value of fifty' thou . 

rupees;"' mrire 

: (iii) if it has all its places of business in one State, one or n 

’ ; ' ■■ of which is or are situated in the City , of Bombay o . 

: . .Calcutta, five lakhs of rupees, plus twenty-five tiiousan 

' - rupees in respect of each place of business situa:te8 outei 

, . thb City' of Bombay or Calcutta, as the case may ; 

• . . Provided that no banking company to which 

; clause applies 'shall be required to have paid-up capi a, 
1 and' r^erves exceeding an aggregate value of ten 1^, ® 

of rupees. , , 

' 'Expldnaiion:— For the' purposes of -this sub-section, 

' of business situated in a State other .than that in which the princip? 
.? . .pl4ce of business of the banking company is situated sha.ll, if it « 

ndt morc thaij twentyrfive; miles distant from , such pmdpal, place 
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of business, be deemed to be situated witbin the same province as 
such principal place of business. 

(4) Any amoimt deposited and kept deposited with the 
Reserve Bank under sub-section (2) by any banking company in- 
corporated elsewhere than in a State of India shall, in the event of 
the company ceasing for any reason to cany on banking business 
in the States of India, be an asset of the company on which the 
-claims of all the creditors of the company in the States of India 
shall be a first charge. 

(5) For the purpose of this section "value” means the real or 
exchangeable value, and not the normal value which may be shown 
in the books of the hanking company concerned. 

(6) If any dispute arises in computing the aggregate value of 
the paid-up capital and reserves of any banking company, a deter- 
mination thereof by the Reserve Bank shall be final for the purposes 
of this section. 

Section 12 regulates the relationship between the authorised, 
subscribed and paid-up capital of banking companies incorporated 
on or after the 15th January, 1937. No banking company shall 
carry on business in any State of India, unless it satisfies the 
following conditions, namely ; 

(t) that the subscribed capital of the company is not less than 
one-half of the authorised capital, and the paid-up capital 
is not less than one-half of the subscribed capital and that, 
if the capital is increased, it complies with the conditions 
prescribed in this clause within such period not exceeding 
two years as the Reserve Bank may allow ; 

(li) that the capital of the company consists of ordinary shares 
only or of ordinary shares and such preference shares as 
may have been issued prior to the 1st day of July, 1944 ; 

(in) that, subject to the provisions contained in clause (io) 
hereof, the voting rights of any one shareholder, whether 
a preference shareholder or an ordinary shareholder, are 
strictly proportionate to the contribution made by him 
to the paid-up capital of the company ; 

(iv) that the voting rights on poll of any one shareholder do not 
exceed five per cent of the total voting rights of all the 
shareholders : 

Provided that nothing contained in this section shall 
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apply to any banking company incorporated before tbe 
I5th day of January, 1937. 

This proAUsion docs not, however, apply to a foreign banking 
company. Non-compliance with this provision ^ will disentitle a 
bank to carry on banking business in India. 

Section 12A empowers the ReserA'c Bank to require any bank- 
ing company to call a general meeting of the shareholders of the 
company within a specified time to elect, in consonance with the 
A'oting rights permissible under the Act, new directors. 

Section 13 restricts payment of commission, brokerage, discount 
or remuneration in any form in respect of any shares issued it, 
any amount exceeding in the aggregate hvo and one-half per cent 
of the paid-up value of the said shares. 

Section 14 prohibits the creation of charge upon the unpaid 
capital of a hanking company. Section 14A prohibits the creation 
of a floating charge on the assets of a hanking company unless it 
obtains a certificate from the RcserA'c Bank. 

Under Section 15, no banking company is permitted to pay 
any dhidend on its shares until all its capitalised expenses have 
been completely written ofl. It is, however, permissible for a bank 
to declare a dividend without writing off depreciation in the value 
of investments in approved securities where such depreciation is 
not capitalised or accounted for as a loss, etc. A banking company 
may, however, pay dividends on its shares without writing off 
depreciation, if any, (s) in the value of its investments in approved 
securities, where depreciation has not been capitalised or otherwise 
accounted for as a loss and (ii) in the Amlue of its investments in 
shares, debentures or bonds if adequate provision bas been made 
to the satisfaction of the auditor of the banking company ; 
(iii) adequate provision has been made against bad debts to the 
satisfaction of the auditor of the banking company. 

With a view to preventing interlocldng of directorates of 
banking companies, a provision has been made in section 16 of the 
Act under which a banking company incorporated in India is pro- 
hibited from having as a director any person who is a director of 
another banking company or of companies uhich among themselves 
are entitled to exercise voting rights in excess of twenty per cent 
of the total voting righte of all the shareholders of the banking 
company. 
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Section 17 provides that every banking company incorporated 
in India shall create a reserve fund and shall out of the balance 
of profit of each year as disclosed in the profit and loss account 
prepared under section 29 and before any dividend is declared, 
transfer a sum equivalent to not less than 20% of such profit to the 
reserve fund until the amount in the said fund together with the 
amount in the share premium account is equal to the paid-up 
capital. Any appropriation from the reserve fund or the share 
premium account has to be reported to the Reserve Bank within 
twenty-one days from the date of appropriation explaining the 
circumstances of such appropriation. 

Under section 18, every banking company not being a 
scheduled bank shall maintain by way of cash reserve in cash 
with itself, or in an account opened with the Reserve Bank or the 
State Bank of India or any other bank notified by the Central 
Government in this behalf, or partly in cash with itself and partly 
in such account or accounts a sum equivalent to at least t\vo per 
cent of its time liabilities in India and five per cent of its demand 
liabilities in India and shall file with the Reserve Bank before the 
fifteenth day of every month a statement of the amount so held 
on Friday of each week of the preceding month with particulars 
of its time and demand liabilities on each Friday. For the purpose 
of this section and section 24 liabilities in India shall not include 
the paid-up capital or the reserves or any credit balance in the 
profit and loss account of the company or any advance taken from 
the Reserve Bank or the State Bank of India or from the Re- 
finance Corporation for Industry Utd. or from any notified bank. 

Section 19. Resiriciion on nature of subsidiary companies . — 
(1) A banking company shall not form any subsidiary company 
except a subsidiary company fonned for one or more of the follow- 
ing purposes, namely, the undertaking and executing of trusts, the 
undertaking of the administration of estates as executor, trustee 
or other%vise, the providing of safe deposit vaults or, with the 
previous permission in writing of the Reserve Bank, the canying 
on of the business of banking outside India such other purposes as 
are incidental to the business of banking. 

(2) Save as provided in sub-section (1), no banking company 
shall hold shares in any company, whether as pledgee, mortgagee 
or absolute owner, of an amount exceeding thirty per cent of the 
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paid-up share capital of that company or thirty per cent of its own 
paid-up share capital and reserves, whichever is less: 

Provided that any banking company which is on the date of 
the commencement of this Act holding any shares in contraven- 
tion of the provisions of this sub-section shall not be liable to 
any penalty therefor if it reports the matter without delay to the 
Reserve Bank and if it brings its holding of shares into conformity 
viith the said provisions within such period, not exceeding two 
years, as the Reserve Bank may think fit to allow. 

(3) Save as provided in sub-section (1) and notwithstanding 
anything contained in sub-section (2), a banking company shall 
not, after the expiry of one year from the date of the commence- 
ment of this Act, hold shares, whether as pledgee, mortgagee or 
absolute owner, in any company in the management of which 
the managing director or manager of the banking company is in 
any manner concerned or interested. It is intended to prevent 
banking companies from carrying on trading activities by acquiring 
a controlling interest in non-banking companies. It follows the 
lines of section 277M of the Indian Companies Act with certain 
modifications. The subsidiaries formed prior to the commence- 
ment of the Act were not affected by section 19. 

In many cases the fealure of Indian banks in the past was 
in no small measure due to the practice of granting unsecured 
advances to the directors or their relations or to firms or private 
companies in which any of the directors was interested and also 
against their own shares. With a view, therefore, to protecting 
the interests of the depositors, section 20(1) of the Act prohibits 
a, banking company from granting {a) loans on the security of its 
own shares, 'or (6) unsecured loans or advances to any of its 
directors or to firms or private companies in which it or any of its 
directors is interested as partner or managing agent or to any 
individuals, tirms or private companies in cases where any of its 
directors is a guarantor. In terms of sub-section (2) of section 20, 
every banking company is required to submit to the Reserve Bank 
a monthly return showing all unsecured loans and advances 
granted by it to companies in which it or any of its directors 
is interested as director or managing agent or guarantor. If, on 
an examination of these returns, it appears to the Reserve Bank 
that any loans or advances of the referred to above are being 
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granted to the detriment of the interests of the depositors the 
Reserve Bank has been empowered in terms of sub-section (3) of 
section 20 of the Act to prohibit the grant of such further loans 
and advances or to impose restrictions on the grant thereof or to 
direct the banking company to secure the repayment of any such 
loan or advance within a specified period. A scrutiny of the returns 
carried out by the Reserve Bank revealed that some banking com- 
panies had granted disproportionately large unsecured advances 
to companies in which their directors were interested or that such 
advances had been outstanding for a considerable period. The 
Reserve Bank directed the banking companies either to fake steps 
for tire repayment of the advances or to obtain adequate security 
from the companies concerned. 

Section 21 of tlie Act empow'ers the Reserve Bank to deter- 
mine the policy in relation to advances to be followed by banking 
companies generally or by any banking company in particular, 
where it is satisfied that it is necessary or expedient in the public 
interest to do so. The Reserve Bank is also authorised to give 
directions to banking companies, either generally or to any bank- 
ing company or a group of banking companies in particular, as 
to the purposes for which advances may or may not be made, the 
margins to be maintained in respect of secured advances and the 
rates of interest to be charged on advances. 

In terms of section 22, every banking company is required to 
obtain a licence before commencing banking business in India, 
while an existing banking company is allowed to carry on banking 
business until a licence is refused to it. It is further provided 
that a licence shall not be refused to an existing banking company 
for a period of three years. Before granting any licence under 
this section, the Reserve Bank may require to be satisfied, by an 
inspection of the books of the company or otherwise, that all or 
any of the following conditions are fulffiled, namely ; 

(a) that the company is in a position to pay its present or 
future depositors in full as their claims accrue ; 

(b) that the affairs of the company are not being conducted 
to the detriment of the interests of its present or future 
depositors ; 

(c) in the case of a company incorporated outside India that 
the Government or law of the country in which it is in- 
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corporated does not discriminate in any way against bank- 
ing companies registered in India, and that the company 
complies with all the provisions of this Act, applicable to 
banking companies incorporated outside India. 

This section does not, however, apply to the State 
Bank of India and its subsidiaries. 

Section 23 of the Act embodies, with slight modifications, the 
provisions of the Banking Companies (Restriction of Branches) 
Act, 1946. The modifications effected are two-fold. Firstly, they 
remove restrictions on the transfer of the location of an existing 
place of business of a banking company within the same city, town 
or village and secondly, they enable the banking companies to open 
temporary offices for a period not exceeding one month, without 
the permission of the Reserve Bank, for the purpose of affording 
banking facilities to the public on the occasion of an exhibition, 
conference or tnela. 

Resiriciions on opening of new, and transfer of existing places 
of business. — No banking company shall open a new place of busi- 
ness or change, otherwise than within the same city, town or village, 
the location of an existing place of business without obtaining the 
prior permission in writing of the Reserve Bank ; and before giving 
any such permission the Reserve Bank may require to be satisfied 
by an inspection under section 33 or otherwise as to the financial 
condition and history of the company, the general character of its 
management, the adequacy of its capital structure and earning 
prospects and that public interest will be served by the opening, 
or as the case may be, change of location, of the place of business : 

Provided that nothing in this section shall apply to the open- 
ing for a period not exceeding one month of a temporary place of 
business within a city, town or village or the environs thereof within 
which the banking company already has a place of business for 
the purpose of afiording banking facilities to the public on the 
occasion of an exhibition, conference or mela. 

Explanation. — For the purposes of this section "place of 
business” includes any sub-office, pay-office, sub-pay-office and any 
place of business at which deposits are received, cheques cashed 
or moneys lent. 

The development of branch banking in India has been lopsided 
and whereas some areas seem to possess more than adequate bank- 
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ing facilities, otlicrs are undeveloped or under-developed from the 
point of view of banking. At the same time it will be in the interests 
of the banking system of the country not to allow unsound banicing 
companies to open places of business even in the undeveloped areas, 
while permitting a well-managed bank to open an of&ce at a place 
which is already being served by marginal banks, may assist in 
the development of sound banking traditions. 

Section 24. Maintenance of a percentage of assets. — (1) After 
the e.xpiry of two years from the commencement of this Act, every 
banking company shall maintain in India in cash, gold or un- 
encumbered approved securities, valued at a price not exceeding 
the current market price, an amount which shall not at the close 
of business on any day be less than twenty per cent of the total 
of its time and demand liabilities in the States of India. 

Explanation . — ^For the purposes of this section, "unencumbered 
approved securities" of a banking company shall include its 
approved securities lodged with another institution for an advance 
or any other credit arrangement to the extent to which such secu- 
rities have not been drawn against or availed of, 

(2) In computing the amount for the purposes of sub-section 
(1), the deposit required under sub-section (2) of section 11 to be 
made wth the Reserve Bank by a banking company incorporated 
elsewhere than in a State of India and any balance maintained by 
a banking company with the Reserv'e Bank or its agent or with 
any other bank notified in this behalf by the Central Government, 
including in the case of a scheduled bank the balance required under 
section 42 of the Reserve Bank of India Act, 1934 (II of 1934), 
to be so maintained, shall be deemed to be cash maintained. 

(3) For the purpose of ensuring compliance with the provi- 

sions of this section, every banking company shall, not later than 
fifteen days after the end of the month to which it relates, furnish 
to the Reserve Bank in the prescribed form and manner a monthly 
return showing particulars of its assets maintained in accordance 
with the section, and its time and demand liabilities at the close 
of ^.business on each Friday during the month, or if any 
Friday is a public holiday under the Negotiable Instruments Act, 
1881 (XVI of 1881), at the close of business on the preceding 
working day. , 

The failure of the Travancorc National and Quilon Bank Ltd. 



408 FUNDAMENTALS OF BANKING THEORY AND PRACTICE 

in 1938 vfbicli obtained the bulk of its deposits ftom the Provinces 
of India but kept the greater part of its assets outside the Provinces, 
brought home the necessity of protecting the interests of the 
depositors in India by requiring banking companies to maintain a 
reasonable proportion of their liabilities in India in the form of 
assets in India. To this end, a provision was first made in the 
Banking Companies (Control) Ordinance, 1948, which required 
that the assets in the Provinces of India of every banking com- 
pany as at the dose of the last working day of every quarter 
should not be less than 75% of its demand and time liabilities 
therein. This provision has been reproduced in section 25 of the 
Banking Companies Act. For the purposes of this section "assets 
in India” shall be deemed to include export bills drawn in, and 
import bills drawn on and payable in India and expressed in such 
currendes as the Reserve Bank may from time to time approve 
in this behalf and also such securities as the Reserve Bank may 
approve in this behalf notwithstanding that all or any of the said 
bills or securities are held outside India. 

Section 26. Return of unclaimed deposits — Every banking 
company shall, within thirty da 5 rs after the close of each calendar 
year, submit a return in the prescribed form and manner to the 
Reserve Bank as at the end of such calendar year of all accounts 
in the States of India which have not been operated upon for 
ten years, 'giving particulars of the deposits standing to the credit 
of each such account; 

Provided that in the case of money deposited for a fixed period 
the said term of ten years shall be reckoned from the date of the 
expiiy-of such fixed period. 

Similar returns are called for in the banking legislation of 
Canada. 

Section 27 provides for the subnussion of monthly returns by 
banking companies relating to their assets and liabilities in India 
and section 28 for the publication of such information in a consoli- 
dated form. 

Section 29 of the Act provides for the preparation of a balance 
sheet and profit and loss account in the Forms set out in the Third 
Schedule or as near thereto as circumstances admit in respect of 
all business transacted by a banking company in India as on the 
last working day of the year. 
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Section 30 provides for the audit of the balance sheet and 
prescribes how an auditor is required to certify the balance sheet 
audited. 

Section 31 requires the accounts and balance sheet together 
with the auditor’s report to be published in a certain manner and 
to be submitted in triplicate to the Reserve Bank within three 
months from the end of the period to which they relate, i.e., by 
31st March every year. 

Section 32 deals with the cases where balance sheets and 
accounts of banking companies are to be sent to Registrars. 

Section 33 requires foreign banking companies to display 
their balance sheets till copies of subsequent accounts are 
available. 

Section 35 confers upon the Reserve Bank powers to inspect 
the books and accounts of banking companies whenever the 
Reserve Bank thinks such inspections necessary or when the 
Reserve Bank is so directed by the Central Government. It is 
obligatqry on the Reserve Bank to furnish a copy of the inspection 
report to the bank concerned under this section. The inspection 
of banking companies by the Central Banking Authority for the 
purpose of safeguarding the interests of the depositors is compara- 
tively a recent development in India. The practice of inspection 
of banking companies on a restricted scale was started by the 
Reserve Bank in consultation with the Government of India in 
1940, when, with the prior consent of banking companies con- 
cerned, the Reserve Bank undertook to inspect their books and 
accounts with a view to determining the real or exchangeable 
value of their paid-up capital and reserves for the purpose of consi- 
dering their eligibility for inclusion in the Second Schedule to the 
Reserve Bank of India Act. The Banking Companies (Inspection) 
Ordinance, 1945, Avidened the objective of the inspection and the 
purpose underlying the inspection was gradually shifted from 
the quantitative assessment of the real or exchangeable value of 
the paid-up capital and reserves of a banking company to a quali- 
tative appraisal of its financial position, management and methods 
of operation. For the adequate discharge of its duties and respon- 
sibilities under the Banking Companies Act, the Reserve Bank has 
decided to institute systematic periodical inspections of all banking 
companies governed by the Act \vith a view to helping them in 
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the establishment of sound banking traditions by drawing their 
attention to the defects or unsatisfactory working inethods at an 
early stage. 

Section 35A empowers the Reserve Bank to issue directions to 
banking companies in the national interest or to prevent the affairs 
of any banking company being conducted in a manner detrimental 
to the interests of the depositors or in any manner prejudicial to 
the interests of the banking company or to secure the proper 
management of any banking company generally. 

Section 35B requires a banking company to obtain the approval 
of the Reserve Bank for the amendment of any provision relating ^ 
to the appointment or re-appointment or remuneration of a managing 
director or any other director, whole-time or otherwise, or of a 
manager or a chief executive officer by whatever name called. The 
appointment or re-appointment of a managing or whole-time 
director or a chief executive officer also requires the previous 
approval of the Reserve Bank. 

Section 36. Further powers and f unctions of Reserve Bank . — 
(1) The Reserve Bank may — 

(a) caution or prohibit banking companies generally or any 
banking company in particular against entering into any 
particular transaction or class of transactions, and generally 
give advice to any banking company ; 

(b) on a request by the companies concerned and subject to 
the provisions of section 45, assist, as intermediary or 
othenvise, in • proposals for the amalgamation of such 
banking companies ; 

(c) give assistance to any banking company by means of the 
grant of a loan or advance to it under clause (3) of sub- 
section (1) of section 18 of the Reserve Bank of India 
Act, 1934 (II of 1934) ; 

(d) during the course, or after the completion, of any inspec- 
tion of a banking company under section 35, by order in 
writing, 

(i) require the banking company to call a meeting of its 
directors for the purpose of considering any matter 
in the course of or out of such inspection or of meeting 
an officer of the Reserve Bank to discuss any such 
matter ; 
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(is) depute one or more of its officers to watch the pro- 
ceedings at any meeting of the Board of Directors of 
the banldng company or of any committee or other 
body constituted by it and require the banking com- 
pany to give an opportunity to the officers so deputed 
to be heard at such meetings and also require such 
officers to send a report of such proceedings to the 
Reserve Bank ; 

(m) require the Board of Directors of the banking com- 
pany or any committee or any other body constituted 
by it to give in Avriting to any officer specified by the 
Reserve Bank in this behalf at his usual address all 
notices of, and other communications relating to, any 
meeting of the Board, committee or other body 
constituted by it ; 

(iy) appoint one or more of its officers to observe the 
manner in which the affairs of the banking company 
or of its offices or branches are being conducted and 
make a report thereon ; 

(y) require the banking company to make, rvithin such 
time as may be specified in the order, such changes 
in the management as the Reserve Bank may consider 
necessary in consequence of the state of affairs dis- 
closed during or by the inspection. 

In terms of the provisions of Section 36A certain provisions 
of the Act are made inapplicable to banking companies which 
have been refused a licence under section 22 or whose licence has 
been cancelled, or which have been prohibited from accept- 
ing fresh deposits by a compromise, arrangement or scheme 
sanctioned by a court or by any order made in any proceed- 
ing relating to such compromise, arrangement or scheme or pro- 
hibited from accepting deposits by virtue of any alteration in its 
memorandum. 

Experience of bank liquidations had shown that the provi- 
sions of the Indian Companies Act in respect of liquidations were 
unsuitable and inadequate in the case of banking companies. 
Part^ III of the Banking Companies Act, therefore, lays down 
special provisions relating to suspension of business and winding 
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up of banking companies, the more important of which are 
enumerated below : 

(i) The total period of moratorium has been limited to six 
months (section 37). 

(it) Provision has been made for the winding up by the High 
Court if a banking company is unable to pay its debts 
or on an application made by the Reserve Bank for the 
purpose. The circumstances in which the Reserve Bank 
may make an application for the winding up of a banking 
company and also the circumstances in which a banking 
companj' may be deemed to be unable to pay its debts 
have been specified (Section 38). 

(Hi) The Central Government has been empowered to appoint 
a court liquidator to be attached to every High Court for 
the purpose of conducting all proceedings for the winding 
up of banking companies (Section 38A). 

(in) On an application being made by the Reserve Bank for 
the Avinding up of a banking company, the Reserve Bank, 
the State Bank of India or any other bank notified by the 
Central Government on this behalf shall be appointed as 
the oflScial liquidator (Section 39). 

(v) The provisions of the Companies Act, 1956 relating to a 
liquidator have been made applicable to a liquidator of a 
banking company (Section 39A), 

(oi) The power of the Court to stay proceedings has been 
restricted to cases in which it is satisfied that the depositors 
can be paid in full as their clmms accrue (Section 40). 
(vii) The period prescribed imder section 455 of the Companies 
Act 1956 for the submission of a preliminary report by the 
official liquidator has been reduced to two months 
(Section 41), 

(viit) After the preferential pajunents referred to in section 530 
of the Companies Act, 1956 have been made or adequate 
provision to the satisfaction of the High Court has been 
made, there shall be paid to everj' depositor in the savings 
bank account, a sum of one hundred rupees or the balance 
at his credit, whichever is less, in priority to all other debts 
from out of the remaining assets of the banking company 
available for payunent of general creditors (Section 43A). 
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{ix) Further, it has been provided that no banking company 
may be voluntarily wound up unless the Reser\'e Bank 
certifies in writing that the banking company is able to pay 
in full all its debts to its creditors as they accnie. The 
circumstances in which the High Court is empowered to 
order winding up and where banking company is being 
-wound up voluntarily have also been specified (Section 44). 

{x) The procedure for amalgamation of banking companies 
has been laid down in section 44 A. The provisions of 
this section are as follows; 

Section 44A. Procedure for amalgamation of banking 
companies. — (1) Notwithstanding anything contained in any law 
for the time being in force, no banking company shall be amal- 
gamated with another banking company, unless a scheme contain- 
ing the terms of such amalgamation has been placed in draft before 
the shareholders of each of the banking companies concerned 
separately, and approved by a resolution passed by a majority in 
number representing two-thirds in value of the shareholders of each 
of the said companies, present either in person or by proxy at a 
meeting called for the purpose. 

(2) Notice of every such meeting as is referred to in sub- 
section (1) shall be given to everj' shareholder of each of the banking 
companies concerned in accordance Avith the relevant articles of 
association, indicating the time, place and object of the meeting, 
and shall also be published at least once a week for three conse- 
cutive weeks in not less than two newspapers which circulate in 
the- locality of localities where the registered offices of the bank- 
ing Companies concerned are situated, one of such newspapers 
being in a language commonly understood in the locality or 
localities. 

(3) Any shareholder, who has voted against the scheme of 
amalgamation at the meeting or has given notice in writing at or 
prior to the meeting to the company concerned or to the presiding 
officer of the meeting that he dissents from the scheme of amalgama- 
tion, shall be entitled, in the event of the scheme being sanctioned 
by the Reserve Bank, to claim from the banking company con- 
cerned, in respect of the shares held by him in that company, their 
value as determined by the Reserve Bank when sanctioning the 
scheme and such determination by the Reserve Bank as to the 
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value of the shares to be paid to the dissenting shareholder shall be 
final for all purposes. 

(4) If the scheme of amalgamation is approved by the 
requisite majority of shareholders in accordance with the provisions 
of this section, it shall be submitted to the Reserve Bank for sanction 
and shall, if sanctioned by the Reserve Bank by an order in writing 
passed in this behalf, be binding on the banking companies con- 
cerned and also on all the shareholders thereof. 

(5) Where a scheme of amalgamation is sanctioned by the 
Reserve Bank under the provisions of this section, the Reserve 
Bank shall transmit a copy of die order sanctioning the scheme 
to the Registrar with whom the banking companies concerned have 
been registered, and the Registrar shall, on receipt of any such order, 
strike off the name of the company (hereinafter in this section 
referred to as the amalgamated banking company) which by reason 
of the amalgamation will cease to function. 

(6) On the sanctioning of a scheme of amalgamation by the 
Reserve Bank, the property of the amalgamated banking com- 
pany shall, by virtue of the order of sanction, be transferred to and 
vest in, and the liabilities of the said company shall, by virtue of 
the said order, be transferred to and become the liabilities of the 
banking company which under the scheme of amalgamation is to 
acquire the business of the amalgamated banking company, subject 
in all cases to the terms of the order sanctioning the scheme. 

Apart from compliance with the formality prescribed in this 
section, the main consideration which weighs with the Reserve Bank 
in sanctioning a scheme of amalgamation is whether the interests 
of depositors of the amalgamating units will be promoted by the 
amalgamation. 

According to Section 44B, no Court shall sanction a compromise 
or arrangement between a banking company and its creditors or 
any class of them or between such company and its members 
or any class of them unless the compromise or arrangement is 
certified by the Reserve Bank as not being detrimental to the 
interests of the depositors of such company. For the purpose of 
issuing a certificate under this section, the main considerations 
which weigh wth the Reserve Bank as pointed out in Bank's annual 
report, are whether the management could be relied upon to work 
the scheme in the best interests of the depositors of the banking 
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company and v,'hethcr with the existing rcaiisablc assets, the scheme 
is likely to be implemented. Whenever the Reserv-e Bank, feels 
that Uic chances of serving the interests of the depositors of a 
banking company ate greater under a scheme of amalgamation than 
under liquidation, a certificate is Issued under this section. 

Section 45. Poiccr oj Reserve Bank to apply to Central 
Coxternment for suspension of business by a banking company and 
io prepare schanc of reconstitution or amalgamation. — (I) Not- 
withstanding anything contained in the foregoing provisions of this 
Part or in any other law or any agreement or other instalment for 
die time being in force, where it appears to the Reserve Bank that 
there is good reason so to do, the Reserve Bank raa 5 '' apply to the 
Central Government for an order of moratorium in respect of a 
banking comp, any. 

(2) The Central Government, after considering die application 
made by the Reserve Bank under sub-section (1), may make an 
order of moraforicmi .staying the commencement or continuance of 
all actions and proceedings against the companj' for a fixed period 
of time on such terms and conditions as it thinks fit and proper 
and may from time to time extend the period so however that tlic 
total period of moratorium shall not exceed six months, 

(3) Except as othcrivisc provided by any directions given 
by the Central Government in the order made by it under sub- 
section (2) or at any time thereafter, the banking company shall 
not during die period of moratorimn make any payment to any 
depositors or discharge any liabilities or obligations to any other 
creditors. 

(4) During the period of moratorium, if the Reserve Bank is 
satisfied that — 

(a) in the public interest ; or 

(b) in the interests of the depositors ; or 

(c) in order to secure the proper management of the banking 
company ; or 

(d) in the interests of the banking system of die country as 
a whole. — 

it is neccssaiy so to do, the Reserve Bank may prepare 
a scheme — 

(i) for the reconstruction of the banking company, or 
(it) for the amalgamation of the banking company with 
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any other banking institution (in this section referred 
to as “the transferee bank”). 

(5) The scheme aforesaid may contain provisions for all or 
any of the following matters, namely; 

(a) the constitution, name and registered office, the capital, 
assets, powers, rights, interests, authorities and privileges, 
the liabilities, duties and obligations, of the banldDg com- 
pany on its reconstruction or, as the case may be, of the 
transferee bank ; 

(6) in the case of amalgamation of the banking company, the 
transfer to the transferee bank of the business, properties, 
assets and liabilities of the banking company on such terms 
and conditions as may be specified in the scheme ; 

(c) any change in the Board of Directors, or the appointment 
of a new Board of Directors, of the banking company on 
its reconstruction or, as the case may be, of the transferee 
bank and the authority by whom, the manner in which, 
and the other terms and conditions on which, snch change 
or appointment shall be made and in the case of appoint- 
ment of a new Board of Directors or of any director, the 
period for which such appointment shall be made ; 

(d) the alteration of the memorandum and articles of asso- 
ciation of the banking company on its reconstruction or, 
as the case may be, of the transferee bank for the purpose 
of altering the capital ffiereof or for such other purposes 
as may be necessary to give effect to the reconstruction or 
amalgamation ; 

(e) subject to the provisions of the scheme, the continuation 
by or against the banking company on its reconstruction 
or, as the case may be, the transferee bank, of any actions 
or proceedings pending against the banking company 
immediately before the date of the order of moratorium ; 

(f) the reduction of the interest or rights which the members, 
depositors and other creditors have in or against the 
banking company before its reconstraction or amalgama- 
tion to such extent as the Reserve Baiik considers neces- 
sary in the public interest or in the interests of the 
members, depositors and other creditors or for the main- 
tenance of the business of the banking company ; 
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(g) the payment in cash or otherwise to depositors and other 
creditors in full satisfaction of their claim — 

(») in respect of their interest or rights in or against the 
banking company before its reconstruction or amal- 
gamation ; or 

(h) where their interest or rights aforesaid in or against 
the banking company has or have been reduced under 
clause (/), in respect of such interest or rights as so 
reduced ; 

ill) the allotment to the members of the banking company 
for shares held by them therein before its reconstruction 
or amalgamation [whether their interest in such shares 
has been reduced under clause (/) or not], of shares in 
the banking company on its reconstruction or, as the case 
may be, in the transferee bank and where any members 
claim payment in cash and not allotment of shares, or 
where it is not possible to allot shares to any members, 
the payment in cash to those members in full satisfaction 
of their claim — 

(i) in respect of their interest in shares in the banking 
company before its reconstruction or amalgamation ; 
or 

(n) where such interest has been reduced under clause (/), 
in respect of their interest in shares as so reduced ; 

(i) the continuance of the services of all the employees of 
the banking company [excepting such of them as not 
being workmen within the meaning of 'the Industrial Dis- 
putes Act, 1947 (14 of 1947) are specifically mentioned in 
the scheme] in the banking company itself on its recons- 
truction or, as the case may be, in the transferee bank 
at the same remuneration and on the same terms and 
conditions of service, which they were getting or, as the 
case may be, by which they were being governed, imme- 
diately before the date of the order of moratorium: 

Provided that the scheme shall contain a provision 
that— 

(i) the banking company shall pay or grant not later than 
the expiry of the period of three years from the date 
on which the scheme is sanctioned by the Central 
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Government, to the said employees the same remu- 
neration and the same terms and conditions of service 
as are applicable to employees of corresponding rank 
or status of a comparable banking companj'^ to be 
determined for this purpose by the Reserve Bank 
(whose determmation in this respect shall be final) : 

{») the transferee bank shall pay or grant not later than 
the expiry of the aforesaid period of three years, to 
the said employees the same remuneration and the 
same terms and conditions of service as are applicable 
to the other employees of corresponding rank or 
status of the transferee bank subject to the qualifica- 
tions and experience of the said employees being the 
same as or equivalent to those of such other employees 
of the transferee bank; 

Provided further that if in any case under clause 
(it) of the first proviso any doubt or difference arises 
as to whether the qualifications and experience of any 
of the said employees are the same as or equivalent to 
the qualifications and experience of the other em- 
ployees of corresponding rank or status of the trans- 
feree bank, the doubt or difference shall be referred to 
the Reserve Bank whose decision thereon shall be 
final ; 

(j) notvdthstanding anything contained in clause (t) where 
any of the employees of the banldng company not being 
workmen -within the meaning of the Industrial Disputes 
Act, 1947 (14 of 1947) are specifically mentioned in the 
scheme imder clause (f), or where any employees of the ^ 
banking company have by notice in writing given to the 
banking company or, as the case may be, the transferee 
"x bank at any time before the expiry of one month next 
following the date on which the scheme is sanctioned by 
the Central Government, intimated their intention of not 
becoming employees of the banking company on its re- 
construction or, as the case may be, of the trareferec bank, 
the payment to such employees of compensation, if any, 
to which they are entitled under the Industrial Disputes 
Act, 1947 (14 of 1947) and such pension, gratuitj', provi- 
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dent fund nnd other retirement benefits ordinarily admis- 
sible to them under the rules or authorisations of the 
banking company immediately before the date of the order 
of moratorium ; 

{k) any other terms and conditions for the reconstruction or 
amalgamation of the banking company ; 

(i) such incidental, consequential and supplemental matters 
as are necessary to secure that the reconstruction or amal- 
gamation shall be fully and effectively carried out. 

(6) (fl) A copy of the scheme prepared by the Reserve 
Bank shall be sent in draft to the banking company and also to the 
transferee bank and an}' other banking company concerned in the 
amalgamation, for suggestions and objections, if any, within such 
period as the Reserve Bank may specify for this purpose ; 

(6) the Reserve Bank may make such modifications, if any, 
in the draft scheme as it may consider necessary in the light of the 
suggestions and objections received from the banking company 
and also from the transferee bank, and any other banking company 
concerned in the amalgamation and from any members, depositors 
or other creditors of each of those companies and the transferee 
bank. 

(7) The scheme shall thereafter be placed before the Central 
Government for its sanction and the Central Government may 
sanction the scheme wnthout any modifications or with such modi- 
fications as it may consider necessax}' ; and the scheme as sanctioned 
by the Central Government shall come into force on such date as 
the Central Government may specify in this behalf: 

Provided that different dates may be specified for different 
provisions of the scheme. 

(8) On and from the date of the coming into operation of 
the scheme or any provision thereof, the scheme or such provision 
shall be binding on the banking company or, as the case may be, 
on the transferee bank and any other banking company concerned 
in the amalgamation and also on all the members, depositors and 
other creditors and employees of each of those companies and of 
the transferee bank, and on any other person having any right or 
liability in relation to any of those companies or the transferee 
bank. 

(9) On and from such date as may be specified by the Central 
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Govenunent m this behalf, the properties and assets of the banking 
company shall, by virtue of and to the extent provided in the 
scheme, stand transferred to, and vest in, and the liabilities of 
the banking company shall, by virtue of and to the extent provided 
in the scheme, stand transferred to, and become the liabilities of, 
the transferee bank. 

(10) If any difficulty arises in giving effect to the provisions 
of the scheme, the Central Government may by order do anjdhing 
not inconsistent with such provisions which appears to it necessary 
or expedient for the purpose of removing the difficulty. 

(11) Copies of the scheme or of any order made under sub- 
section (10) shall be laid before both Houses of Parliament, as 
soon as may be, after the scheme has been sanctioned by the 
Central Government, or, as the case may be, the order has been 
made. 

(12) Where the scheme is a scheme for amalgamation of 
the banMng company, any business acquired by the transferee bank 
under the scheme or under any provision thereof shall, after the 
coming into operation of the scheme or such provnsion, he carried 
on by the transferee bank in accordance with the law governing 
the transferee bank, subject to such modifications in that law or 
such, exemptions of the transferee bank from the operation of any 
provisions thereof as the Central Government on the recommen- 
dation of the Reserve Bank may, by notification in the Official 
Gazette, make for the purpose of giving full efiect to the scheme: 

Provided that no such modification or exemption shall be 
made so as to have effect for a period of more than seven years 
from the date of the acquisition of such business. 

(13) Nothing in this section shall be deemed to prevent the 
amalgamation with a banking institution by a single scheme of 
several banking companies in respect of each of which an order of 
moratorium has been made under this section. 

(14) The provisions of this section and of any scheme made 
under it shall have effect notwithstanding anjdhing to the contrary 
contained in any other provisions of this Act or in any other law 
or any agreement, award or other instrument for the time being 
in force, 

(15) In this section, "banidng institution” means any banking 
company and includes the State Bank of India or any other 
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banking institution notified by the Central Government under 
section 51. 

Sections 45A-45X contain special provisions for speedy dis- 
posal of winding up proceedings. The Government of West Bengal 
appointed a committee in March, 1949, to examine the working 
of the provisions of the Indian Companies Act with a view to 
devising means whereby effective steps could be taken to conduct 
the liquidation proceedings of banks in the interest of creditors and 
public morality and to institute effective criminal proceedings 
against officers of banks and other persons where necessary. In 
the light of the findings of this Committee, the Central Govern- 
ment in consultation wth the Reserve Bank promulgated on the 
19th September, 1949, the Banking Companies (Amendment) Ordi- 
nance, 1949, which contained certain amendments to the Banking 
Companies Act. The provisions of this Ordinance have been in- 
corporated in the Banking Companies (Amendment) Act 1950 with 
certain modifications. 

In 1952 the Government of India appointed a Committee, viz.. 
Banks' Liquidation Proceedings Committee, to examine the various 
issues connected with the speedy disposal of liquidation proceedings 
of banking companies. The recommendations of the said Com- 
mittee were incorporated in the Banking Companies (Amendment) 
Ordinance, 1953 which was later replaced by an Act of Parliament. 
The various provisions of the amended Act of 1953 (incorporated 
in general as Part IIIA of the Banking Companies Act) have been 
framed with a view to expediting the pace of liquidation proceed- 
ings. The Act has laid down a specified period of limitation in 
respect of claims by a banking company, a simpler procedure for 
settlement of list of debtors and obtaining of decrees in respect of 
the outstanding debts of a banking company in liquidation as well 
as a summary procedure for the enforcement of decrees by provid- 
ing that any ^amount found due to the banking company by an 
order of the High Court may be recovered in the same manner as 
arrear of land revenue. The Act has also provided that the High 
Court should have the sole jurisdiction over matters related to ivind- 
proceedings of banking companies so that references to a 
multiplicity of courts may be avoided. It has also made provision 
for the expeditious enforcement of the liability of the directors 
and assessment of damages and 'devised a simpler procedure of 
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providing entries in the books of account of the banking companies 
and also provided for the appointment by the Central Govern- 
ment of Court Liquidators in High Courts. For the present 
Court Liquidators have been appointed in the High Courts 
of Bombay, Calcutta and Kerala. The Banks’ Liquidation Pro- 
ceedings Committee had also made certain recommendations for 
economising the cost of liquidation, such as, exemption from court 
fees and stamp duty of applications, suits and other proceedings 
related to the ndnding up of banking companies. The Reserve 
Bank of India has been empowered under the Act to call for returns 
and information from the liquidators of banking companies and also 
to inspect the books of accoimt of a banking company which is 
being wound up at the instance of the Central Government. The 
Act has also made special provisions for punishing ofiences in rela- 
tion to banking companies being wound up. The Reserve Bank 
of Incha has also been authorised to tender advice in winding up 
proceedings when so directed by the High Court. 

Partition and Banking 

Since the partition of India into two Dominions, namely 
Pakistan and Indian Union, as from the 15th August, 1947, 
repercussions of this painful division were visible in the banking 
sphere as well. Banks operating in the East and West Punjab 
suffered enormous'losses consequent upon the wholesale destruction 
resulting from the communal riots following in the wake of division. 
Reliable statistics are not available as to the extent of losses, but 
there is little doubt that the losses must be heavy due to the des- 
truction of the assets of the banks. On the basis of figures relating 
to the offices of scheduled banks before partition, it appears that 
the number of offices of Indian banks in Pakistan, including the 
Muslim banks, is 410 and the offices of Exchange Banks number 
19. Of the 410 offices of Indian banks, West Punjab accounts for 
251, Horfh-West Frontier Province for 25, Baluchistan for 7, Sind 
for 5 and East Bengal for 122. An idea can be formed about the 
distribution of demand and time liabilities, cash-balances and of 
advances in the t^-o dominions from the table given hereafter. 

In the case of almost all the items, the proportion of India and 
Pakistan is uniformly about 9: 1. This ratio makes an interesting 
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reading in the context of ihe recent financial agreement between 
Pakistan and India, in terms of which the public debts and cash- 
balances of the Government of India before partition have been 
distributed between the two Governments at a much higher ratio 
of 18%. 

(Value in laMis of rupees) 

; Demand Time Cash Advance 

Liabilities Liabilities Balance 
Indian Pakis- Indian Pakis- Indian Pakis- 
Union tan Union tan Union tan 

Week ended 1947 


August 22 

625-02 

65-47 

304-33 

39-46 

36-08 

5-09 

359-47 

43-64 

Percentage to total 

(91) 

(9) 

(89) 

(11) 

(88) 

(12) 

(89) 

(11) 

September 26 

634-19 

64-78 

307-92 

30-23 

35-40 

4-40 

353-08 

43-27 

Percentage to total 

(91) 

(9) 

(89) 

(11) 

(89) 

(11) 

(89) 

(11) 

October 31 

650-56 

70-04 

313 14 

31-12 

36-55 

4-37 

370 92 

35-92 

Percentage to total 

(90) 

(10) 

(91) 

(9) 

(89) 

(11) 

(91) 

(9) 

November 28 

654-42 

77-48 

311-36 

30-90 

35-51 

4-82 

364-61 

38-58 

Percentage to total 

(S9) 

(11) 

(91) 

(9) 

(S9) 

(11) 

(90) 

(10) 

December 5 

656-28 

78-34 

312-39 

30-25 

36-40 

4-06 

365-06 

88-83 

Percentage to total 

(89) 

(11) 

(91) 

(9) 

(90) 

(10) 

(90) 

(10) 


It will be interesting to observe that banking business is the 
monopoly of the non-Muslims both in India and Pakistan. It is 
to be watched how the banking business fares in Pakistan in 
future. The Prime Minister of Eastern Pakistan in his public 
utterances has assured the Indian banks full protection and parti- 
cipation in trade and commerce of that Dominion. Moreover, he 
states that if foreign banks can operate in Pakistan, what difficulty 
should there be in the way of the functioning of the Indian banks. 
Pakistan, for its proper development, will require the services of 
the banks and it is expected that the Pakistan Government should 
not mete out any discriminatory treatment to the Indian banks. 
Shri C. D. Deshmukh, ex-Govemor of the Reserve Bank of India, 
has strongly pleaded 'for the -fostering of the economic unity between 
the two countries in spite of the political division. Despite the 
political division, efforts must not be spared to continue to the 
fullest extent possible, by mutual agreement, the economic unity 
of India. India and Pakistan, political limbs of what null always 
remain a geographic and economic unit, can hardly afford to forget 
what tlie world is discovering after painful experience that pros- 
perit3L like peace, is indivisible. In our opinion that purpose can 
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be well-sen’cd through the medium of banks which wll act as vitid 
links between the bvo countries, if they are allowed to function in 
both the countries without let or hindrance. 

The Government of India took prompt steps to localise the 
crisis among the Punjab banks by agreeing to extend financial 
assistance to those banking institutions which were in need thereof- 
The second measure, which was equally useful, was the promul- 
gation of an Ordinance entitled the East Punjab and Delhi Banking 
Ordinance, which provided powers for the grant of moratorium to 
banks seeking help under it. The Government has earmarked a 
sum of Rs. 1 crore for the rehabilitation of the aSected banks. 
During the period of abeyance of civil proceedings, the banks were 
authorised to make payment to depositors not exceeding 10% of 
current account at each bank in India or Rs. 250, whichever is less ; 
while moratorium was in force, the bank was prohibited from 
receiving fresh deposits. The Pakistan Goverrunent too passed 
a parallel Ordinance. Such a prompt measure on the part of the 
Government of India prevented the spread of adverse reper- 
cussions of this shock into other parts of the country and the 
panicky situation in the banking sphere was thus wonderfully 
brought under way. The Pakistan Government promulgated an 
Ordinance in West Punjab prohibiting any transfer of time and 
demand deposits, and assets of the bank outside that region without 
the permission of the Government, which had at last to be with- 
d^a^vn under protest from the Government of India, as it v’as in 
violation of the Standstill Agreement. Such a move has generated 
in the banking circle a hesitant tendency and a sense of uncertainty 
about the future of banking in Pakistan. In Pakistan another 
Ordinance has been issued prohibiting banks from giving effect to 
such orders of another Government or Head Office of the bank 
functioning in Pakistan, preventing payments to Pakistan nationals. 
Any bank acting contrary to such Ordinance \vill be subject to 
penalty, as also freezing of its assets, if any. The Pakistan 
Government has alleged that the banks have refused to pay 
cheques or hand over securities and other things held in their 
custody to Pakistan nationals under instructions from their Head 
Office situated outside Pakistan, the instructions being based on 
orders issued by a Government other than the Government of 
" Pakistan. The Ordinance has been issued to enable the Govern- 
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ment to handle the situation which has so arisen, and to afford 
speedy relief to the nationals of Pakistan, who are suffering as 
the result of the orders of another Government. Under the Ordi- 
nance No. 5 of 1947, the Pakistan Government is empowered to 
investigate into the complaints of the above nature against banks 
conducting business in Pakistan. "Where the Government is 
satisfied that this is the case, payment or delivery by a bank may 
be ordered by the Government, and in the event of non-compliance 
by the bank the Government may seize and release the assets of 
the bank sufficient to discharge the banks’ liability to the customers 
concerned." The section of the Ordinance further states th’at no 
bank can stop payment of a cheque without the prior approval in 
writing of an officer appointed by the Central Government of 
Pakistan in this behalf. 

Agreements Arrived at between India and Pakistan 

As a result of discussions between the representatives of the 
Governments of India, Pakistan, West Punjab and East Punjab, 
and of the Reserve Bank and other banks, the following arrange- 
ments have been made to facilitate resumption of business by banks 
which have closed their offices owing to disturbances or which find 
themselves unable to carry on their normal functions owing to 
paucity of staff. The Punjab Government have agreed to make all 
the necessary arrangements for the protection and housing of non- 
Muslim staff of banks in Lahore, and also to provide guards at 
bank premises in Lahore at the expense of the banks. Arrange- 
ments have also been made for the training of Muslim candidates 
in Lahore for recruitment to banks’ services. Banks should, 
therefore, arrange to get back as many of their staff to Lahore as 
possible and supplement it, where possible, with locally recruited 
staff. If on account of staff or other difficulties, banks are unable 
to carry on business except at one branch at Lahore or a limited 
number of branches at a few centres, they will be allowed, if they 
so desire, to close the remaining branches and to remove their 
business to such of their offices as are functioning after giving due 
notice of such removal to their local constituents through news- 
papers or otlieranse. On being satisfied that such notice has been 
given, the Custodian of Evacuee Property will give them necessary 
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permission to remove all their valuables, cash, securitit^, accounts, 
records etc. to the branches at which the business is to be con- 
solidated, On obtaining such permission they should approach 
Mr. Habib-ur-Rahman, Under-Secretary, Finance, West Punjab 
Government, who will make the necessary arrangements ivith the 
Deputy Commissioner of the districts to assist them in the removal. 

Transfer of Accounts ^Thcre are many complaints by evacuees 

in both dominions about cheques and matured fi.\'ed deposit receipts 
being returned by banks with frivolons objections and about appli- 
cations for transfer of accounts being refused on similar flimsy 
grounds, such as non-return of unused cheques. In order to avoid 
inconvenience and distress to the evacuee depositors and in their 
own interests, banks are requested to desist from such practices and 
to co-operate by giving all possible facilities to their constituents. To 
the extent these dilSculties in regard to the transfer of accounts 
from one dominion to the other are due to the non-functioning of 
banks and the difficulties of communication, these will largely dis- 
appear when the business of banks is consolidated and some of their 
branches start functioning properly and \%'hen communications 
improve. To facilitate transfers it is suggested that each bank 
should designate one office in India and one in Pakistan for clearing 
claims for the inter-dominion transfer of accounts. The names of 
these offices, which should be properly manned for handling this 
business, should be announced in the press so that constituents 
maj' refer their applications for transfer and any complaints in this 
regard to these offices. 

No Restrictions on Transfer ^In this connection it may be 

mentioned that both the dominions have agreed not to place any 
restrictions on transfer of accounts or remittance of funds bj' banks 
in connection with such transfers. Onty in the case of accounts of 
companies which continue to function in Pakistan, the Pakistan 
Government have stipulated that their previous permission should 
be obtained. 

Registration of Claims — ^The West and the East Punjab Gov- 
ernments have issued Evacuees (Administration of Property) 
Ordinances under which all the properly of evacuees is vested in a 
custodian and other Provincial Governments concerned are taking 
similar actions. When banks have any claims, whether in regard 
to their own propertj' or the propert}*^ of their debtors pledged. 
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hypothecaied, assigned or othenvise charged as security for loans 
advanced by them, they should take early steps to register their 
claims ■with tiie Custodian of Evacuees Property of the province in 
which the properly is situated. 

Survey of Financial Position . — ^The West Punjab Government 
have also agreed to give facilities to banks in making a survey 
of their financial position. For this purpose, it is necessary that, 
where possible, the banks should depute their staff to tour selected 
areas after obtaining the necessary help from Mr. Habib-Ur- 
Rahman. The Reserve Bank staff at Lahore will also assist them 
in making an appraisement of their financial position. 

These arrangements will go a long way towards enabling banks 
to resume their normal working. They will be, however, of no 
avail unless the banks themselves take the initiative in this 
matter and make a determined effort to secure their staff, re-open 
their branches and start functioning. It is only if they try to 
help themselves by such efforts that they would be able to overcome 
their present difficulties. No improvement can take place if they 
do nothing. It is earnestly hoped that in their own interest and 
that of their creditors banks will lose no time in taking actions 
on the lines indicated above. 

An Inter-Dominion Agreement on Banking was entered into 
on the 23rd April, 1949. It was agreed that the two Govermnents 
should nominate two representatives from each side to watch the 
implementation of the decisions taken. Another Indo-Pakistan 
Agreement on Movable Property of Evacuees was entered into 
between the representatives of the two Governments on the 28th 
June, 1950. It was agreed that no ratification of the decisions 
arrived at was necessary and that action might be taken by both 
Governments in accordance ivith those decisions. Subsequently, 
the Governments of India and Pakistan have arrived at certain 
conclusions /decisions at the Indo-Pakistan Conferences at Karachi 
held in March-April, 1955 for implementing the aforesaid Agree- 
ment. In terms of these conclusions/ decisions, a procedure has 
been evolved for the bulk release of articles belonging to evacuees 
kept in lockers, or left in the custody of banks for safe deposit. 

During the period 1956-61, the Indian banks have been facing 
a number of difSculties in Pakistan. The Custodian of Evacuee 
Property, Lahore declared a number of banks as evacuees thereby 
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denying them the facilities under the Banking Agreement and the, 
Agreed Decision thereon, particularly relating to the realisation of 
their assets. Orders were also served on most of the Indian banks, 
whereby they were not permitted to operate on their bank accounts 
in Pakistan without the express permission of the Custodian of 
Evacuee Property, Lahore. The above issues were discussed in a 
series of meetings of tlie Implementation Committees under the 
Banking and Movable Property Agreements in, 1960-61 and the 
result was that in September 1961 Pakistan issued a notification 
exempting 59 Indian displaced banks from the operation of the 
Evacuee Property law and declared them as non-evacuees. In 
December 1961, a notification defreezing the assets of evacuee 
Indian banks was also issued by the Pakistan Authorities. The 
exchange of evacuee lockers, safe deposits and bank accounts took 
place on the 30th November 1961. Satisfactory progress has also 
been made in regard to the transfer of sale proceeds of movable 
property', payment of compensation for the assets of joint stock 
companies etc. Most of the outstanding problems have thus been 
resolved. 



PART III 


PRACTICAL BANKING 



CHAPTER XII 


BANIHiR AND CUSTOMER 

There has been as yet no agreed definition of banking or of a 
banker. Under section 3 of the Indian Negotiable Instruments 
Act, 1881, the term “Banker" includes persons, or a corporation, 
or a company, acting as “Bankers” but the section has not clearly 
defined who is a banker. Even the English law could not give an 
acceptable definition of the term “Banking" or "Banker.” Each 
definition, so far attempted, emphasised certain functions of banks, 
but was not so far complete by itself. 

Dr. Hart, the author of “Law of Banking”, defines a banker 
as “One who, in the ordinary course of his business, honours 
cheques drawn upon him by persons for whom he receives money 
on current accounts." Thus, according to him, the use of cheque 
facilities in current accormts constitutes the distinguishing feature 
of a “Bank”. Sic John Paget also points out the characteristic 
features of banking as the acceptance of deposit accounts, current 
accoimts, the issuing and paying of cheques and collection of 
cheques, crossed and uncrossed, for customers. 

In India the term “Banking” had no statutory definition until 
the passing of the Indian Companies Act, 1936 (since repealed). 
Under section 277F of that Act, a banking company is defined as 
"a company which carries on as its principal business the accept- 
ing of deposits of money on current account or otherwise, subject 
to withdrawal by clieque, draft or order,” notwithstanding its 
engaging in certain forms of business enumerated therein. But 
that definition too did not include any such companies, which 
otherwise received deposits but did not offer any cheque facilities. 
So to remove this diflSculty a further amendment was moved in 
October, 1942, as an addition to the aforesaid section wherein 
it was stated that "any company which used as part of the name 
under which it carries on business tire word ‘Bank’, ‘Banker’, 
or 'Banking' shall be deemed to be a banking company, not- 
withstanding that the accepting of deposits of money on current 
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account or otherwise, subject to withdrawal by cheque, draft or 
order, is not, or is not shown to be, the principal business of the 
company.” In the Indian Banking Companies Draft Bill( 1946, 
banking was defined as the accepting of deposits repayable on 
demand and a banking company meant any company which 
might be wound up imder the Indian Companies Act, 1913, and 
which transacted the business of banking in India. But the Select 
Committee being not satisfied with this definition, suggested an 
amended definition of banking as the accepting, for the purpose 
of lending and investment, of deposits of money from the public, 
repa 5 able on demand or otherwise, and withdrawable by cheque, 
draft, order or otherwise. This definition was finally incorporated 
in section 5(1) (b) of the Banking Companies Act, 1949. 

Who is a Customer ^The decided cases show that a customer 

should be such a person as has "some sort of an account, either 
deposit or current account or some similar relation” with a banker. 
Casual transactions like encashment of cheques from a banker 
without having any account will not entitle any one to be called a 
customer of that bank (G. W. Railway vs. London and County 
Bank, 1901). 

According to Sir John Paget, two conditions should be 
satisfied before a person can be called a customer. Firstly, there 
must be some recognisable course or habit of dealing. A single 
transaction will not, according to this view, make one a customer 
unless there is some continuity. Duration is a determining factor 
in this regard. Secondly, transactions should be in the nature of 
regular banking business imlike casual transactions. 

But in the case of Commissioners of Taxation vs. English, 
Scottish and Australian Bank Ltd., it has been decided that 
duration is not of the essence in the relationship of a "Customer”. 
Even a single transaction may constitute a customer. 

The position of a "Customer”, when summed up, comes to 
this that the opening of an account is the principal criterion of a 
customer ; time factor is of no consideration. Casual transactions 
like encashment of cheques or deposit of valuables for safe custody 
with the bank without any account will not make any one a 
customer of the bank, 

"The relation of banker and customer is primarily that of 
. debtor and creditor” (Sir John Paget). When money is received 
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l>y a banker from a customer, the money ceases to be the money 
of the principal, i.c., the customer, but becomes tlic absolute pro- 
perty of the banker with the obligation of the latter to honour the 
cheques drawn by the customer, provided there is sufficient balance 
available for the purpose. Thus a banker docs not hold the money 
in a fiduciarj’ capacity. 

The relation of debtor and creditor between a banker and 
customer does not give a complete picture. The debt due by a 
banker as referred to above, differs from an ordinary commercial 
debt in the sense tirat demand is necessary in tire case of the 
former, but as a rule demand has nothing to do with a commercial 
debt. In tlic case of a bank-debt demand mirst hav’C to be made. 
The bank is not bound to pay unless it is called upon to make 
the pajnncnt. By an amendment of Art. 60 of the Indian 
Limitation Act, 1908, demand has been made an express condition 
for the rccorory of any debt due from a banker. 

Ordinarily, a banker is not tlie depositor}' or trustee of a 
customer, except in cases of deposits of securities or valuables 
with the former for safe custody, as in these cases the properties 
belong to tlie customers and not to the banker. 

A bank may act as an agent of its customer only when it 
undertakes to buy or sell securities, collect cheques and otlier 
instraments, serv'e as a trustee, executor, attorney or correspondent, 
on behalf of the latter. 

Speclm. Fe-atures or Relationship 

1. Obligation to honour cheques if the customer’s balance is 
sufficient and cheques are presented within a reasonable 
time after the ostensible dates of issue. According to 
practice, cheques must have to be presented within six 
months from the date of issue, failing which the cheques 
become ante-dated and hence “stale”. This statutory 
obligation on the part of a banker to honour his customer’s 
cheques, may be extended by an agreement, express or 
implied, to the amount of overdraft agreed upon. 

Consequences of Wrongful Dishonour. ~ll a custo- 
mer’s cheque is, without justification, dishonoured by a 
banker, he incurs the liability of compensating the custo- 


28 
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mer for injuiy to the customer’s credit. Thus a customer 
can claim a substantial damage from a banker if he can 
prove that his credit has suffered? even if he sustains no 
pecuniary loss. It does not follow that the compensation 
will be large only if the cheque so dishonoured involves A 
large sum. Even if the cheque involves a small amount, 
compensation may be claimed for a larger sum for wrong- 
ful dishonour of such a cheque, as credit is more damaged 
by return of a cheque for a small amount than for a large 
one. In assessing the damage to credit, the courts give 
due consideration to various factors, like financial position, 
business reputation of the customer, custom of the trade 
in which he is engaged, etc. 

Payment of Domiciled Bills. — A banker is not bound 
to honour bills accepted by his customer and made pay- 
able at the domicile of the banker, if there is no arrange- 
ment with the banker in this regard. No liability attaches 
to the banker in such a case. 

2. Banker’s General Lien — The right to retain goods is 
known as "lien”. Bankers has a general lien on all secu- 
rities deposited wth them as bankers by a customer, unless 
there be an express contract, or circumstances that show 
an implied contract, inconsistent noth lien (Brandao vs. 
Barnett). The banker’s general lien confers upon him the 
right to retain securities in respect of the general balance 
due by the owner to the banker. It extends to all funds 
and securities coming into the hands of the banker, W'hich 
are not specifically appropriated. Thus lien cannot be 
exercised on money, deposited by a customer for purchase 
■’ of T/T (Telegraplnc Transfers) and the like, or on secu- 
rities placed with the banker for safe custody, even if the 
customer remains indebted to the bank. Where bonds 
are deposited with a banker, who is authorized to cut off 
coupons and collect them, the lien attaches to the bonds 
as w ell as the coupons, because they come into the posses- 
sion of the bdiker as a collecting agent ; but if the bonds 
are deposited for safe custody and the customer cuts off 
the coupons and hands them to the bank for collection, 
the lien is enforceable on the coupons but not on the 
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bonds. Similaxly, no lien will attach to securities left with 
the banker through mistake or inadvertence, nor to valu- 
ables deposited for some specific purposes. Lien will not 
arise upon the credit balance of a partner as against the 
money due to the bank by the partnership firm and vice 
versa because of this reason that credit and liability do 
not exist in such a case in the same rights. But where 
the partners undertake responsibility for the firm jointly 
and severally, lien will exist on the credit balance of a 
partner’s private account against a debit balance of the 
firm’s account but not vice versa. Likewise, lien \rill not 
attach to a trust account, nor will it arise in respect of an 
amount which has not till then become due. The right 
to lien does not become barred by limitation but remains 
in continuous existence. 

The general lien of a banker is more than an ordinary 
lien ; it is an “implied pledge’’. As such, the ordinary 
remedies of a pledgee would appear to apply where appro- 
priate to the character of such securities, to securities held 
under the lien. But the banker should give reasonable 
notice of his intention to exercise his power of sale. No 
agreement is necessary to create the right of lien, as such 
an agreement is already implied in section 171 of the 
Indian Contract Act, so long as it is not expressly exclud- 
ed. The Indian law, besides permitting the banker to 
exercise his lien in the case of all those securities which 
come into his possession in the course of his dealings as 
a banker with his customer, also extends the right to 
goods, unless there is a contract, express or implied, incon- 
sistent with the lien. Thus cheques, bills, etc. sent to a 
banker for collection, may fall within the scope of a 
banker’s general lien, even though those instruments may 
belong to the customer of the correspondent. 

General and Paritcular Lien Where specific secu- 

rities, say to the value of Rs. 50,000, are pledged to cover 
an advance of Rs. 40,000 plus interest, it is a case of parti- 
cular lien. In default on the part of the customer, the 
advance may be squared up by the disposal of the secu- 
rities valued at Rs. 50,000 but the surplus of Rs. 10,000 
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cannot be appropriated for any other debt owed by the 
customer to the banker. Here the particular lien, defeats 
the general hen. But if the securities are allowed to 
remain with tlie banker even after the specific loan is paid 
up, the banker will acquire a general lien. If a giecific 
pledge cannot be proved under section 171 of the Indian 
Contract Act, 1872, a general lien will apply. 

Examples 

Probably subject to general lien. Probably not subject to general 

lien. 


Bills or cheques deposited for Securities received for sale, 
collection, or pending dis- 
count. 


Warrants for dividends paid to 
the banker under mandates. 

Bearer bonds, if the banker cuts 
oft the coupons and collects 
them. 


Securities deposited to secure a 
specific loan, but left in the 
banker s hands after the loan 
has been repaid (Re London 
nnd Globe Finance Corpora- 
tion). 


Securities deposited upon a 
particular trust, although the 
trust fails. 

Bearer bonds if the customer 
calls and cuts off the coupons 
himself. 

Securities left in the banker’s 
hand after an advance against 
them has been declined. 

Securities deposited to secure a 
specific loan (Cuthbert vs. 
Roberts, Lublock & Co.). 


3. Banker’s Right to Combine Accounts. —Theie is a conflict 
of views as the right of a banker to combine the accounts 
of a customer against his general indebtedness to the 
anker, when accounts have been opened separately. 
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Some are of the opinion that such a right to combine 
accounts is exercisable by a banker and some opinp that 
such a right cannot be exercised without the customer's 
prior consent, as the customer’s credit may suffer if his 
cheques, drawn on his credit balance, are dishonoured 
because of its combination with the general debt account. 
In order to steer clear of such conflicting viervs, it is 
always advisable for a bank to take a general letter of 
set-off from his customer, who opens more than one 
account in the same capacity and right, so that debits and 
credits in his different accounts may be adjusted without 
an}^ trouble or notice to the customer. But it is to be 
understood that such a right to combine accounts, even if 
conferred by the general letter of set-off, will apply to 
existing debts only but not to future debts. In order to 
claim a set-off, the debts must be between the same parties 
in the same right. No right of set-off exists between joint 
accounts and the separate accounts and the separate 
accounts of the joint-holders, t.e., no set-off is ■permissible 
on the credit balance of a private account against the debit 
balance of a joint account. The banker can combine two 
accounts at different branches, whereas a customer, in the 
absence of a special agreement to the corltrary, cannot 
exercise this right. 


Set-off 

The general principle is that, apart from express agree- 
ment, there is no right of set-off between joint and separate 
debts, even in bankruptc}'. Thus (a) A’s credit balance 
cannot be set off against the joint debt of A & B unless 
(t) he has expressly agreed that it may, or 
(li) A & B have agreed to be both jointly and severally 
responsible for the debt in their joint names. 

(b) The joint credit balance cannot be set off against 
a debt in either of the sole names unless both A & B 
have agreed with the bank that it may. 

Apart from e.xpress agreement, the bank has no right 
to set off a partner’s private account against an overdraft 
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on partnership account. If, however, the partners have 
undertaken to be severally as well as jointly responsible 
to the banic for the partnership liabilities, the bank may 
set off their credit balances against such liabilities. 
Similarly, the money held by a person in a fiduciary' 
capacity, cannot be set off against his private debt. The 
banker has the right to set off the balance in a personas 
deposit account against the latter’s indebtedness. But a 
deposit balance cannot be set off against the depositor's 
contingent liability on current discounted bills. If a 
depositor, who has also an overdrawTi current account, 
assigns his debt to another person and notice of the 
assignment is given to the bank, the bank can, as against 
the assignee, set off the overdraft against the deposit. As 
regards the right of set-off in respect of a guarantor’s 
credit balance as against his liability under the guarantee, 
it may be stated that if the guarantee is payable on 
demand, no debt is owing by the guarantor to the bank 
tmtil demand is made, and accordingly until then there 
can be no right of set-off. As soon as demand has been 
made the right to set off is exercisable. 

4. Secrecy of the Customer’s Account banker is bound 

to the secrecy of his customer's account. He is imder an 
obligation not to disclose the balance or the position of his 
customer’s account to any outsider, lest the latter’s credit 
may be affected by such a disclosure. Such an obligation 
rested on a banker as a matter of practice but was later on ^ 
given a legal recognition in the Tournier case. In that 
case it is held that a banker must not disclose the condi- 
tion of his customer’s accoimt except on reasonable and 
proper occasions and this obh'gation wall not end even with 
the closing of the customer’s account. 

But in the following circumstances disclosure is 
justifiable; — 

(а) In cases where the customer has given his banker as 
a reference, the latter will be fully justified in answer- 
ing an the trade references invited by the customer. 

(б) When he is compelled to disclose the state of an 
account by an order of a Court. 
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(c) A banker wll not make himself liable for any slander 
or libel if he divulges the state of his customer’s 
account when he is under a public duty to disclose 
it, i.e., in case of danger or treason to the State. 

{(£) ^^^len the protection of the banker’s own interests 
legally requires it (i.e.^ in an action against the 
customer for money due), he will not make himself 
liable by disclosing the state of his customer’s 
account. 

{e) When an inquiry is received from a fellow banker 
about the credit, means and integrity of his customer, 
the banker is, as a matter of custom, justified in 
transmitting to the latter such information in general 
terms, as can be gleaned from a study of his 
customer's account. The report should be given in a 
non-committal manner without being biased by bazar 
rumours about the party’s credit. tVhen an outsider 
who is not a banker asks for information or opinion 
about a party without the latter’s authority, the bank 
should decline to give it and send a reply to this 
effect that the bank will have no objection to give 
the opinion, if authorised by the customer to do so. 

5. Incidental Charges — ^It has become a practice wth the 
bank to realise incidental charges from customers yearly or 
half-yearly having regard to the volume of transactions 
passed, activities shown in the ledgers and miscellaneous 
work involved in the keeping of the customer's accounts. 
Besides these- charges are levied for any shortfall in the 
minimum balances to be kept, by agreement, in the 
customer's accounts. 

6. Lavas of Limitation and Deposits — The current deposits of 
a customer with the bank do not become time-barred, 
even if those deposits are not withdrawn, nor any interest 
accrued thereon drawn by the customer, nor, any acknow- 
ledgment given of those debts by the bank, witlun three 
years (Joachimson vs. The Swiss Bank Corporation). In 
the case of a credit balance on current account, the statute 
does not begin to run until demand has been made and 
not complied with. 
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But %«th regard to the applicability of the law of 
limitation to fixed deposits with the bank, there is a 
division of opinion. According to some, tim6 will begin 
to run, in respect of fixed deposits, from the date of 
demand being made on the bank. But others hold that 
if the customer has given a notice to withdraw the money 
after a specified period, time will run after the expiry of 
the specified period, and not from the date of the giving 
of the notice. The latter view seems to be acceptable. 
But if the return of the fixed deposit receipt is made a 
condition precedent to \vithdrawal, according to the rules 
of the bank, time will begin to run only from the date of 
the return of the said fixed deposit receipt. Sir John 
Paget remarks that banks are not in the habit of setting 
up the statute against any legal claim. 

7. The obligation imposed on a banker in the matter of pay- 
ment and collection of cheques on account of his customers. 

Cheque 

A cheque is an order on a banker to pay money. It has been 
defined by section 6 of the Negotiable Instruments Act, 18S1, as 
“a bill of exchange drawn on a specified banker and not expressed 
to be payable otherwise than on demand". A cheque is to fulfil 
the following three conditions, viz., that (1) it should answer the 
definition of a bill of exchange which is defined by section 5 of the 
Negotiable Instruments Act, 1881, as "an instrument in writing 
containing an unconditional order, > signed by the maker, direct- 
ing a certain person to pay a certain sum of money only to, or to 
the order of, a certain person, or to the hearer of the instrument”, 
(2) it should be drawm on a banker, and that (3) it should be 
paj’able on demand. A cheque is thus an unconditional order in 
writing drawn on a banker signed by the drawer, requiring the 
banker to pay on demand a sum certain in money to or to the 
order of specified person or to bearer, and which does not order 
any act to be done in addition to the payment of the money. lu 
the ultimate analysis the following conditions should be fulfilled/ 
if any instrument is to be called a cheque: — 

1. The order to the bank must be unconditional in the sense 
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that no other condition, like the completion of a prescrib- 
ed receipt-form by the payee, should attach to the pay- 
ment of the cheque. But if such an order is issued to the 
payee and not to the bank, the latter should accept such 
an order as unconditional. 

2. The instrument must be in writing ; writing may be done 
by means of printed characters, a t 5 q)e-writer and pen or 
pencil. As writing in pencil is subject to unauthorised 
alterations, which become too difficult to detect, such 
writing should always be discouraged and the cheque 
should be returned to the drawer for confirmation. 

Writing of cheques with Re 5 molds International Pens 
and other pens of the same type had become the subject 
of discussion among bankers of different countries. The 
matter was raised in our country and referred to other 
countries like England, the U.S.A. for their views on such 
writing. The consensus of opinion is that tliere arc no- 
legal grounds on which use of ball-pointed pens could be 
banned. The Federal Reserve Bank of New York gave 
a similar opinion. According to them, it would be 
impossible to enforce a requirement that cheques and other 
negotiable instruments which have been signed by the use 
of bail-point type pens, would not be accepted. So they 
do not contemplate interference with the use of ball-point 
type pens. But they maintain tliat if any signature or 
writing should come to them in indistinct form, whether 
that writing be made by the use of the "ink” from ball- 
point type pens or ink from an ordinary type pen, they 
shall take up the matter with the bank or person from 
whom the cheques or negotiable instruments are received. 

3. The order must be issued to a banker. The instruments 
drawm on tlie Government, Txeasiuy, etc. will not be called 
cheques But drafts drarvn by one office of a bank upon 
its another office are now treated as cheques for all practi- 
cal purposes, though the drawer and the drawee are the 
same persons. 

4. The order must be for the payment of a certain sum of 
money. Tire amount is written on the body of the cheque 
in words as well as in figures. If the two differ, the 
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cheque is returnable on the ground "words and figures 
differ”. Similarly, if a cheque is drawn in words but not 
in figures, the cheque may be returned with the remark , 
"amount in figures required”. But some are of opinion 
that the cheque in such a case is not incomplete though 
unusual in form and should, therefore, be paid. It is, 
however, customary for bankers to refuse payment of 
cheques, the amount of which is expressed in figures. If 
a cheque dra^vn for Rs. 50, otherwise in order, bears’ the 
words "under Es. 25" made rvith a perforating stamp, 
the banker should return the cheque for explanation or 
he might incur liability. 

5. It must be payable to or to the order of a specified person 
or bearer. Cheques drawn in favour or fictitious persons 
or imaginary persons should be considered as payable to 
bearer. 

6. The sum must be payable on demand. 

Dating , — cheque should be properly dated if it is to be 
honoured. If a cheque bears no date amd is presented to the bank, 
the cheque is returnable with the remark "should bear the date”. 
But the, holder of such a cheque may insert the date, before he 
presents it for payment. If a cheque is drawn like November 1, 

19 — , it may be returned \vith the answnr "Date incomplete”. If 
a cheque dated 1st November bears at the foot the following: 
"This cheque must be presented for payment on or before Decem- 
ber 15” the banker would be justified in refusing payment if the 
cheque wnre presented after December 15. Such a clause will not 
make the cheque a conditional order. If a cheque is post-dated, 
a banker is not justifiable in debiting his customer’s account before 
the ostensible date of payment and the cheque should be returned, 
if presented, with the remark "Post-dated— should be presented 
on the date mentioned on the Cheque”. But it should bo 
remembered that a cheque does not become invalid by reason of 
its being post-dated. The bank will undergo a great risk if if 
pays the cheque before the ostensible date of payment, for it may 
be prevented from debiting it to the customer’s account, if the 
latter dies, or becomes insolvent or imbecile before the actual date 
mentioned on the cheque. Sometimes some banks are found 
marking such post-dated cheques as good for pajunent, but such 
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a practice is irregular and illegal as has been Jaded m the case 
of Eank of Baroda Ltd. vs. Punjab National Bank Ltd. 

But if a cheque is dated 31st June, it may be paid on or after 

dieque is considered to be stale six months after the Jte 
of its issue and such a cheque is returned marked out of date . 
It may, however, be paid if confirmed by the drawer Such 
the practice wth a bank, though not legally sancfaoned, ^ th 
liability of the drawer ^vill not cease %vithin three years from the 

4ate of its issue in our country. 

Payee.-li a cheque is not payable to bearer, the payee must 

be named. If a cheque is drawn as “Pay.. .order’ , it is ® 

to payment to the drawer’s order, for which the en ^ 

drawer will be required on the back of ^ e c 

cheque is drawn as "Pay...or order” it should be 

the remark “Payee’s name required”. ^nd 

‘Tay...or bearer” may be construed as a bearar q 

hence paid. Sometimes cheques are drawn like Pa.y ^ ^ 

'or’ struck off) bearer”, when the paying bank is m d J 
whether it should be considered as a bearer che<^e or w 
is to satisfy himself about the identification of t e payee , 
is alone entitled to receive payment. In our opinion, w i e 
dictum "once a bearer, always a bearer has passe in o aw 
is sought to give a liberal interpretation to the term ^ 

a cheque should be considered as a bearer cheque m no J 
"order” cheque requiring the endorsement or identifica on o 
payee X. . • « 

If a cheque is drawn as "Pay X only” after sWking ° 
words "bearer” or "order”, it becomes incapable of bemg ^ * 
ferred, as the word "only” prevents its negotiability to o era 
But if it is issued like "Pay...X” after striking off the wora 
“bearer” or "order”, it does not lose negotiabUity but is reCogniseu 
as an order cheque, after the passing of the Negotiable Instr^eni 
(Amendment) Act, 1919, capable of being further negotia e . 

Material Alterations ^Nffienever a cheque is altered, that ni’^® 

have to be confirmed by the fuU signature of the drawer ^ Maten 
alterations include all those of the date, crossing, place of paymen , 
amount, and name of the payee. If there are two or more 


amount, and name of the payee. If there are two or more 
signatories, all must join in attesbng the alterations, if any. Any 
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material alterations made without the drawer’s attestation render 
the cheque void. A bearer cheque may be altered into an "order" 
cheque without attestation by the drawer, but an order cheque can 
be altered into a "beaier” cheque only when attested by the full 
signature of the drawer. For confirmation of material alterations, 
full signature of the drawer should be insisted upon. If a cheque 
crossed "not negotiable”, when presented for payment, has the 
words "not negotiable" struck through, the altciation is material 
and the cheque must not be paid without the drawer’s confirmation. 

MnUlaiion. — h cheque tom should not be paid unless certified 
by the drawer and should be returned under reason "mutilated 
cheque”. But mutilated cheques are often paid on the collecting 
bank’s guarantee. 

Signatures A specimen of the drawer’s signature under which 

his cheque is to be honoured by the banker is supplied to the 
banker beforehand and the customer should sign the cheque in 
accordance with his specimen of signature lying with the bank. 
But if the drawer's signature is forged or unauthorised, however 
clever the forgery, the banker cannot debit his customer’s account 
in case he pays. If forgery is cleverly perpetrated in such a 
manner that the bank cannot detect the forgery in the signature 
of the drawer in spite of normal attention and are being applied, 
tire bank cannot be charged with negligence (London & Rivexplate 
Bank vs. the Bank of Liverpool). 

In the case of illiterate drawers, the practice is to sign by 
mark or thumb-impression, in the presence of at least one witness 
who must be known to the banker and who must not be a member 
of the bank’s own staff. In view of this difficulty the bank does 
not usually at present open any account in the name of an illiterate 
person. 

If the drawer becomes too ill to sign a cheque, he may have 
his mark witnessed by a medical attendant and one witness certify- 
ing that the drawer was fully conscious at tire time of marking 
his cheque. 

Signatures in pencil or rubber stamp should not be accepted 
by the bank. 

In the present circumstances, * growing use is being made of 
chemicals by unscrupulous persons to erase the entire body of 
the cheque and write therein the amount and figure according as 
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they like to defraud the bank. So the bank should take all possible 
care to examine the body of the cheque to find out whether there 
has been any tampering with the cheque. 

The banker must examine his customer’s cheque carefully 
before jhe charges the amount to the account. The following 
points should be examined by the banker before paying the 
customer's cheque: . 

■ (a) Does the cheque bear a signature which the banker has 
been instructed to honour, and if so, is the signature 
genuine? 

(6) Is the cheque post-dated or stale? 

(c) Is there any alteration on the cheque? 

(d) If the cheque is drawn payable to order is it properly 
endorsed? 

(c) Is there any notice stopping payment of the .cheque or 
notice intimating the death, bankruptcy or the insanity 
of the drawer? 

(/) Is there any notice of defect in the title of the person 
presenting the cheque? 

(g) Is there a sufficient sum at the disposal of the customer’s 
account? 

When he has satisfied himself on the foregoing points the 
banker is entitled to debit tire cheque to his customer's account. 

Dividend Warrants — Dividend -warrants represent the instru- 
ments issued by joint-stock companies to the shareholders in pay- 
ment of the dmdends, declared out of the profits of the com- 
panies. These are being issued in the form of cheques and can be 
crossed or negotiated like ordinary cheques. If a dividend warrant 
is payable to bvo or more persons, the signature of one of them 
is, by custom, accepted. No delegation, either "per pro” or other- 
wise, b^f an individual is permitted. If, however, the shareholder 
has signed a mandate for the pa3nnent of dmdends to a bank, the 
usual "per pro” signature on behalf of the bank is admissible. 

Interest Warrants . — Interest warrants are issued periodically 
to holders of Consols, Government Loans, Bonds, etc. for interest 
which has fallen due and which becomes payable at the Central 
Bank of the country. These interest warrants are not cheques 
and should have to be endorsed by all the payees before payment 
can be made. 
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Postal Orders ^Postal orders are not cheques, since these are 

dra\Mi by one post office upon the other, which is not a bank. 
Postal orders can be crossed, in Avhich case a bank can collect 
the proceeds. The collection of such postal orders is risky on the 
part of a bank, as under postal regulations the post office can 
return such postal orders, if found irregular, and can deduct the 
amount of the postal orders, if paid noth irre^arity, irom any 
sum payable to the collecting bank and there is no time limit to 
such deductions. In such a case the bank can recor'er the amount 
from the customer if he is solvent but will be devoid of the means 
of recovery if he is poor and has no capacity to pay. 

Lost Cheques . — When a cheque is sent through post without 
any express authority from the payee, and is lost in transit, the 
responsibility falls on the sender, 6ut if it is sent at the latter s 
request, responsibiUty then lies not with the sender but with the 
payee. Of course, the sender should take normal precaution in 
sending such cheques by post, as for example, he should not send 
an uncrossed bearer cheque by ordinary post In case a cheque 
is lost in transit, the drawer should at once stop payment of such 
cheque under notice to the bank. 

Crossing of Cheques — The effect of the crossing of a cheque 
is to make payment thereof only to a banker and not to another 
person. Crossing is of two kinds, viz., general crossing and special 
crossing. General crossing is defined by section 123 of the 
Negotiable Instruments Act, 1881, as follows: 

'Where a cheque bears across its face an additfon of 
the words "and company” or any abbreviation thereof, 
bebveen two parallel transverse lines,, or of two paralleled 
transverse lines simply, either with or without the words "Not 
negotiable”, that addition shall be deemed a crossing and the 
cheque shall be deemed to be crossed generally.’ 

The specimen forms of general crossing are given below: 

1 


2 


& Co 


3 
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Not negotiable 


4 


Account Payee 


Special crossing is defined by section 124 of the Negotiable 
Instruments Act, 1881, given below: 

‘Vtfiiere a cheque bears across its face an addition of the 
name of a banker, either with or rvithout the words "Not 
negotiable”, that addition shall be deemed to be crossed 
specially, and to be crossed to that banker.’ 

Where a cheque is crossed specially, the banker on whom it 
is drawn shall not pay it otherwise than to the banker to whom 
it is crossed, his agent, for collection. Specimens of special cross- 
ing are given below; 

1 


State Bank of India 


2 


State Bank of India 


3 


Not negotiable 
State Bank of India 


4 


A/c payee 
State Bank of India 


Sometimes a customer obtains from his banker order cheque 
forms already crossed and issues some of them with the words 
"Pay cash”, followed by his signature added under the crossing. 
In such cases it is a rule to pay these cheques only to the draw’er 
or his known agent. No opening of cheques should be recognised 
unless the full signature of the draw'er be appended to the altera- 
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tion, and then only when presented for pajnnent by the drawer or 
by his kno%vn agent. 

"Not Negotiable’’ Crossing — The above form of "crossmg” 
is often confused by the public. It does not mean that the cheque 
is not negotiable or transferable. The fact is that the cheque is 
still negotiable or transferable by endorsement. The only restric- 
tive interpretation of this crossing is that a person taking a cheque 
crossed generally or specially to himself shall not have, and shall 
not be capable of giving a better title to the cheque than that which 
the person from whom he took it had. Suppose if a cheque bear- 
ing “not negotiable*’ crossing is a stolen one and is endorsed in 
favour of the third partj% the latter must receive it subject to this 
condition that he will have to return the money covered by the 
cheque to the genuine payee. Some bank employees are found 
sometimes returning wrongly such cheques wdth the remark “Not 
negotiable". It should be remembered that such a crossing does 
not make the cheque non-transferable but deprives it of the special 
feature of negotiabilitj'. As Tannan aptly remarks, "such a cheque 
is like a stolen fountain pen or a watch, the transferee of which 
does not get a better title than that of the thief". 

Who can cross a Cheque . — ^The drawer of a cheque can cross 
it, if he so desires. Where a cheque is uncrossed (».e. open), the 
holder may cross it generally or specially. WTiere a cheque is 
crossed generally, the holder may cross it specially. Where a 
cheque is crossed specially, the banker to whom it is crossed may 
again cross it specially to another bank, his agent, for collection. 

Cheques Marked Account Payee . — ‘According to law such a 
crossing is a direction to the collecting bank, and the paying banker 
has no obligation in this regard provided the endorsement is in 
order. The collecting banker is to see that the proceeds of the 
cheque go to the account of the payee. In case such a cheque is 
collected for some one other than the payee, the collecting bank 
is responsible for conversion and is bound to make good the loss 
the payee suffers on account of such conversion. An imcrosscd 
cheque marked “A/c. payee” and presented across the counter 
for payment should not be paid. A cheque payable to bearer 
but marked "Account payee” is to be treated as a bearer cheque 
and shall not require endorsement on the back. But a practice 
has developed, in recent years, quite different from the established 


BANKER AND CUSTOIIER 


449 


law. The above matter was referred to the Council of the Indian 
Institute of Bankers whereupon they gave the following opinion: 

1. The paying- banker is under no obligation to obtain a 

certificate to the effect that the payee’s account has been 
credited. ^ 

2. The onus is on the collecting banker who must take steps 
to credit the amount of the cheque to the payee s account. 

3. If the cheque bears any endorsement other than that of 
the payee there is still no obligation on the paying banker 
to obtain a certificate, but he may regard himself as being 
put on enquiry and may, therefore, return the cheque 
asking for a certificate to the effect that the cheque has 
been credited to the payee’s account. 

These words, t.e., "Account payee’’ are not covered by any 
section of the Negotiable Instruments Act. We are not aware 
of any court case in India where this point has arisen. Such 
words, i.e., "Account payee”, as decided in London, are directions 
to the collecting bank. Sir John Paget remarks that the question 
has never been settled whether the paying bank^er can absolutely 
or with impunity ignore the words "A/c payee” or the like, where 
endorsements on the cheque show obviously that it is not bemg 
collected for the account indicated. So far no case has been 
made against a paying banker but it is not outside the bounds of 
possibility that the collecting bank may, when the claim comes 
forward, have suspended payment and the party who suffered loss 
may look round for another party against whom he can make tte 
claim. It is a point that may well be argued in support that a 
banker who pays a cheque crossed by his customer A/c payee 
when it bears evidence of having been negotiated other\\Tse th^ 
to the account of the payee has not obeyed tlie mandate of his 
customer and cannot claim to have paid the cheque in due 
and in the circumstances the Council would hardly ® ^ 

in expressing the view that in no case whatsoewr o e ® 
"A/c payee” not concern the paying banker. The words A/ 
payee” are to be found on the crossed cheques made payable to 
order or bearer. The words "A/c payee are a irec on o 
bankers collecting payment that the proceeds when collected are to 
be applied to the credit of the account of the payee esigna e ot 
the face of the cheque. In House Property Co. of London Ltd. 

29 . ■ 
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VS. London County and Westminster Bank, it ws considered as 
negligence to collect a cheque payable to a named payee or bearer 
for an account other than that of the named payee. The fact 
that a cheque is payable to a specified person or to bearer and 
crossed “A/c payee” does not minimise the significance of 
the words. 

Duties of a paying banker The duties of a paying banker 

as regards crossed cheques have been laid dowm in the following 
sections of the Negotiable Instruments Act: 

Sec. 126 : Where a cheque is crossed generally, the banker on 
whom it is drawm shall not pay it otherwise than 
to a banker. 

Sec. 127; WTiere a cheque is crossed specially to more than 
one banker, except when crossed to an agent for 
the purpose of collection, the banker on whom it 
is (kawn shall refuse payment thereof. 

Sec. 129; Any banker paying a cheque crossed generally 
otherwise than to a banker, or a cheque crossed 
specially otherwise than to the banker to whom 
the same is crossed, or his agent for collection, 
being a banker, shall be liable to the true owner 
of the cheque for any loss he may sustain owing 
to the cheque having been so paid. 

' This shows that the bank cannot act contrary to the directions 
convej^ed by the different forms of crossings. If any contraven- 
tion of the directions takes place, the bank is answerable for 
the loss sustained by the parties concerned. Firstly, the drawer’s 
account cannot be debited. Secondly, the bank will lose protec- 
tion under section 129 of the Negotiable Instruments Act. 
Thirdly, the banker rvill have to compensate for the loss incurred 
by the true owner of the cheque. 

Protection to a Collecting Banker. — ^A collecting banker may 
obtain protection under section 131 of the Negotiable Instruments 
Act, 1881, wMch runs as follows; 

•'A banker who has in good faith and rvithout negligence 
received paj-ment for a customer Of a cheque crossed generally 
or specially to himself shall not. in case the title to the cheque 
proves defective, incur any liability to the true owner of the 
cheque bj* reason only of having received such payment”. 
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Under a new section 131A of the Negotiable Instruments Act, 
the same protection has been afforded in respect of collection of 
bank drafts, which can now be crossed like cheques. 

If the crossing of a cheque is sought to be opened, the drawer 
must certify under his full signature "crossing cancelled”. A 
banker should be on his guard when requested to cash a cheque 
where the crossing has been cancelled, lest by doing so he should 
render himself liable to the true o%vher who took the cheque in a 
crossed condition. On the whole, a banker must not collect any 
crossed cheque for a person who is not his customer, as by such 
collection he wll lose protection under section 131. Again, protec- 
tion caimot be obtained if the bank does not undertake to collect the 
dieque for his customer but is a holder of he cheque for value. 

Marking of Cheques as Good for Payment — ^Bankers are 
occasionally requested by the drawer of a cheque to mark or certify 
it as good for payment for the amount, as for example, when the 
customer desires to settle any purchase of property or to pay 
customs duties etc. If a cheque is so marked at the drawer’s 
request, a note should be kept thereof in his account-folio so that 
the banker may charge the amount to the customer’s account. In 
such a case the drawer of the cheque will have no right to coimter- 
mand payment. Sir John Paget observes that the effect of a 
banker's marking of cheques at the instance of the customer is 
to show that tiie cheque has been drawn in good faith, that tliere 
are funds sufficient and available to meet it and that the credit 
of the bank has been added to that of the drawer. But in view of 
the risk involved in such marking, the banks are gradually develop- 
ing an aversion to this practice. The Calcutta Clearing Banks' 
Association discontinued the practice of such marking from’ 
March, 1945, taking tire lesson from the Privy Council’s decision 
in Punjab National Bank Ltd. vs. Bank of Baroda Ltd., wherein 
it was held that thfe marking of any post-dated cheque was beyond 
the competence of a bank and so invalid. It was a promise on 
the part of the certifying bank that the certified amount would be 
earmarked for pa 5 unent on the particular day provided sufficient 
fund is available for the purpose. If fimd is not available, the 
promise to pay vill naturally fail. From a broader standpoint 
such marking should be avoided for all practical purposes. By a 
resolution in 1920, the committee of London Clearing Bankers ' 
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strongly recommended the discontinuance of marking or certif}nng 
cheques at customer’s request. In lieu of such marking it is safe 
to provide the banker’s draft or payment order. 

Marking between Customers and Constructive Payment . — 
Such marking is often made as a matter of practice between banks 
for clearing purposes. This custom is in vogue with London clear- 
ing banks which mark such cheques as good for the purpose 
of clearance by which they become bound to another. This is 
equivalent to constructive payment. 

Marking for Holder ^Sometimes banks are requested to mark 

cheques as good for payment at the instance of the holder. This 
is not so much prevalent in England but is common in America. 
But here the risk is that after marking the bank may be notified 
by the drawer to note stop-payment instructions with regard to that 
cheque when the bank has already given an undertaking to 
honour it. 


Endorsements, Payments and 
Collection of Cheques 

Under section 15 of the Indian Negotiable Instruments Act, 
an endorsement is defined; “'WTien the maker or holder of a 
negotiable instrument signs the same otherwise than as such 
maker, for the purpose of negotiation, on the hack or face thereof. 
or on a slip of paper annexed thereto or so signs for the same 
purpose a stamped paper intended to be completed as a negotiable 
instrument, he is said to endorse the same and is called the 
endorser”. 

An endorser of a cheque creates three legal consequences; 
(a) transfers all his right, interest and title of the instrument to 
the endorsee, (5) guarantees the genuineness of the instrument and 
also of the signatures preceding his signature, *{c) rmdertakes to 
compensate for any loss in case of non-payment of the instrument 
even if presented strictly in accordance with its tenor. 

The endorsement should necessarily be of the entire instru- 
ment for the purpose of negotiation. A partial endorsement pur- 
porting to transfer a part of the value of the instrument does not 
indicate the negotiation of the instrument. A regular endorsement 
is what purports to be the endorsement of the payee.- The endorse- 
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ment must be according to the spelling in the body of the instru- 
ment in order to be correct. 

When the space for writing endorsement on the back of an 
instrument is filled up, a slip is attached whereon further endorse- 
ments may be recorded. The slip is called "Allonge”. 

Different Classes of Endorsement 

1. Blank, i.e., only signature. 

2. Special, i.e.. Pay to A or order sd/B. 

3. Partial — only part of the amount is sought to be trans- 
ferred. It is no negotiation. 

4. Restrictive — (a) where it restricts further negotiation as 
"Pay A only”, (6) restricts the choice of the endorsee as 
"Pay to A or order for collection”. 

5. Sans Recourse, i.e., in India it means “\vithout recourse”, 
where the endorser clearly indicates that the subsequent 
holders should not look to the endorser for payment in 
case of dishonour of any instrument. 

Bankers and Endorsement 

A banker, before paying a cheque, must have to satisfy him- 
self about the correctness of the endorsement on the cheque. 
Under section 85 of the Negotiable Instruments Act, "where a 
cheque payable to order pmports to be endorsed to or on behalf of 
the payee, the drawee is discharged by payment in due course,” 
A paying banker will not be held responsible for any forged endorse- 
ment which apparently appears to be in order on the face of it, 
as it is not possible for a banker to know the exact signatures of 
all the endorsers. Payment in due course means payment in the 
regular course of business and in good faith. If any banker pays 
any cheque outside the banking hours, that will not constitute a 
payment in due course. So care should be taken that payments 
are not made outside the appointed business hours, lest the paying 
banker should lose protection. Bankers are often approached by 
clients for payments outside banking hours and they, as a matter 
of practice, have to make pa 5 mients for obliging those customers. 
Though in Baines vs. The National Provincial Bank, it has been 
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decided that the banker has the right to deal \vith any cheque 
TOthin a reasonable business margin after tlie advertised time or 
hours, still there is a conflict of views as to what constitutes a 
'‘reasonable margin”. Discouraging the practice of making pay- 
ments of cheques in late hours, the Reserve Bank of India issued 
the following circular : 

Ref. No. DBO. 100/94-45 dt/30th August, 1945— 

"Our attention has been drawn to the practice prevail- 
ing with certain scheduled banks of making payment of 
cheques in cash after normal banking hours. Such a practice, 
in our opinion, is undesirable as it not only involves unfair 
competition between banks which observe recognised banking 
hours and those which do not, but also leads to delay in the 
balancing of books and imposes a hea\’y strain on the staff. A 
more serious objection to this course is that when the con- 
stituents of banks are accustomed to such facilities in normal 
times, they would insist on similar concessions in emergencies 
thus placing the banks in an unenviable position at a time when 
their liquid resources are being fast depleted by withdrawal of 
deposits. 'Where the banks affected have large liquid 
resources and are situated in places where financial accom- 
modation is available from the Reserve Bank, it may be com- 
paratively easy for them to pay their depositors even after 
office hours, but there will be banks in other places which may 
require some time to arrange for unusual withdraw’als and in 
such cases strict adherence to the normal banking hours will 
*be of material assistance to them. In the general interest 
therefore it would seem advisable that the depositing public 
should be educated to e.xpect repayment of bank deposits only 
during specified hours, and that any requests for payment out- 
side such hours should be discouraged. Apart from the above 
considerations, it is doubtful, whether from the strictly legal 
point of view, payment of cheques after office hours is, in all 
cases, payment ‘in the ordinary course of business’ and there 
is a risk of such pajunents losing the protection pro^dded by 
section 85 of the Negotiable Instruments Act. Banks are, 
therefore, requested to refuse, if they agree wdth the sotmd- 
ness of the principle set out above, to encash such cheques 
etc., after the normal banking hours. This suggestion does 
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not apply to the pa5'inent, after banking hours, of cheques 
already presented before the closing time which may be paid 
in accordance .with the usual banking practice.” 

Additions to Payee’s Naaie 

If a cheque is drawn payable to A only, the instrument 
becomes non-transferable. Payment should be made to A alone 
on proper identification or on the collecting bank’s guarantee. A 
cheque dra^vn in favour of ‘‘bearer, my wife” or ‘‘bearer, my 
wife or order” is required to be endorsed. A cheque made pay^ 
able to ‘‘bearer A or order” should be endorsed by A. A cheque 
drawm ‘‘Pay bearer or order" may be paid without endorsement 
as the drawer by inserting "bearer” evidently means it to be so 
payable. If the drawer of a bearer cheque vTites the name of the 
payee over the word "bearer” partially obliterating it, the safest 
course would be to consider it payable to "order”. 

Anomalous Persons . — Cheques drawn like "Pay wages or 
order” are treated as bearer cheques, according to the principle 
that a cheque made payable to a "fictitious or non-existing person 
should be treated as payable to bearer”. 

Impersonal Persons — Cheques drawn payable to impersonal 
payees like "Pay income-tax order” or "Pay Government Loan 
order” should not be considered as payable to bearer. It must 
bear the endorsement of the appropriate authorities. 

Cheques drawn as "Pay A or {‘or’ struck off) bearer” often 
create much confusion as to the true motive of the drawer for strik- 
ing Off "or” only. Some are of opinion that by striking off "or" the 
drawer is intending to particularise the payee A and likes the pay- 
ment to be made to A alone and none else. If this contention is 
accepted, the cheque must have to be endorsed by A and ceases 
to be payable to bearer. But there are others who are inclined to 
treat such cheques as pa3ra.ble to bearer. Their argument is that 
while making a payment, the banker examines whether the word 
"bearer” or “order” has been struck off or not and not "or” which 
does not form a material part of the cheque. So if the word 
"bearer" remains intact and "or" is struck off that cannot rob 
the cheque of the peculiarities of "bearer”. In our opinion, the 
cheque should be treated as a "bearer cheque." 
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Endorsement in Pencil. — Some bankers insist on an endorse- 
ment in ink. Others raise no objection to a pencil endorsement 
Avhere the cheque bears more than one endorsement after the pencil 
endomement, which shows its negotiation and the paying banker 
should not refuse payment on this ground. 

Endorsement with Courtesy Titles. — In such cases courtesy 
titles like "Mr”, "Sir”, "Lord”, "Rai Bahadur”, "Dr” etc., 
should not be given while making endorsement. Endorsements 
should be given without those titles. But endorsement like 
"A.M.D.” or "A. Captain” wiU be right, as M.D. and Captain 
put at the end are merely descriptive. 

Endorsements of Married Women. — Cheques drawn in favoiu: 
of "Mrs. John Smith” should be endorsed rmder Mrs. Smith's 
usual signature, followed by an expression showing that she is 
Mrs. John Smith. Thus endorsement like Alice Smith, wfe or 
widow of John Smith is quite in order. If the cheque was drawn 
to a married -woman in her maiden name, she should endorse as 
“Alice Smiths (Nee Jones)”. 

Endorsements of Official Payees A cheque drawn in favour 

of B, trustee, should not be endorsed as "B” but as "B, Trustee”. 
When the payee is so described as to indicate that the money is 
paid to him in his official or fiduciary capacity, his endorsement 
must include a statement of that capacity. 

Per Pro Endorsement. — Per pro endorsements like "Per Pro 
Bird & Co., B. Mukhcrjee” do not require any official designation. 

Endorsements of Firms and Joint Persons Cheques drawn 

in favour of "Birla & Co.” should be endorsed like "Birla & Co.” 


Cheques drawn like "Messrs. Smith” -may beat either of these 
endorsements— "Smiths”, "Smith & Smith”. "Smith & Son”, 
"Smith Eros.”, "J. Smith & S. Smith”. Cheques drawn payable 
; to Smith Bros.” should be endorsed as "Smith Bros.” and not as 
‘S. Smith & J. Smith”, because these endorsements do not show' 
that S. Smith & J. Smith are brothers. A cheque payable to 
"Messrs. Smith & Jones” may be endorsed as "Smith and Jones” 
or in two hand-writings John Smith, H. Jones. A cheque drawn 
in favour of "Sir D. P. Sarvadhikery & Co." may be endorsed as 
Sir D. P. Sarvadhikerj' & Co., or For Sir D. P. Sarvadhikerj' & 
Co. — A. Mitra, Partner. Here "Sir” should not be omitted being 
a courtesy title, as it forms a material part of the name of the 
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firm and makes it distinct from another firm named D. P. 
Sarvadhikery & Co. 

Joint payees will have to endorse severally. Sheldon observes 
that "if a cheque is payable to two payees jointly, and one of them 
dies before presentment the cheque is payable to the survivor on 
his endorsement provided he can produce satisfactory evidence of 
the death of the other party.” 

Endorsements of Joint-Stock Companies — Cheques drawn in 
favour of “Martin & Co. Ltd” may be endorsed as “For Martin 
and Co. Ltd.” B. Mukherjee, Agent/ Secretary. 

Illiterate Persons. — K payee unable to write may endorse by 
means of a mark or thumb-impression, preferably of the left 
thumb. That mark or thumb-impression should be ^tnessed by 
some one else known to the bank wth his or her address. Pre- 
ferably two witnesses should so certify. The bank ofiScial should 
not be a witness in such cases to avoid trouble. 

Endorsements of Cheques Payable to Deceased Persons. — In 
such cases the cheques should be endorsed by the legal representa- 
tive of the deceased persons. 

A cheque payable to "A per B” and endorsed as “A” should 
be returned asking for confirmation, as the endorsement does not 
disclose the relationship of A to B as indicated in the cheque. 


Some Examples of Endorsements 


INDIVIDUALS 
Lala Sankar Lai 

Mr. Gary Ojoper 


Principal Sen 
Sir D. P 

Sarvadhikery 

Dr. A. K. Ghosh 

p. Ghosh per 

B. Bose 


IRREGULAR 
Lala Sankar Lai 

Mr. Gary Cooper 

Principal Sen 
Sir D. P. 

Sarvadhikery 

Dr. A K. Ghosh 

B Bose 


REGULAR 
Sankar Lai 

G Cooper 


A IC Sen 
D. P Sarradhi- 
kery 

.A. K Ghosh 
A. K. Ghosh.M.n. 
P. Ghosh per 
B Bose 


REMARKS 
'Lala' liemg cour- 
tesy title should 
be omitted. 
Permissible in the 
case of Christians 
only. 

'Sir' being cour- 
tesy title should 
be omitted. 


Same as wntten. 
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Some Examples of Endorsements— 


WOMAN 

Mrs. Ghose 

Mrs Ghose 

Kamala Ghose, 
wife of .A. K. 
Ghose (Mrs.) 
Kamala Ghose 


Mrs. K Desai 

Mrs. K. Desai 

Lila Desai, wife 
o£ Mr. K. Desai 


Miss K. Desai 
(now married) 

REss K. Desai 

K Divanji 
(n6e — Desai) 


JOINT PAYEES 

Bi 30 n Sen & 

Bijon Sen & 

Bijon Sen 

In separate hand- 

Rabin Sen 

Rabin Sen 
(in the same 
handwriting) 

Rabin Sen 

writing. 

Bijon Sen Sc 

Bijon Sen & 

Bijon Sen 

In diSerent hand- 

Mrs. Sen 

Mrs. Sen 

Manika Sen 

or 

For self & 

Mrs. Sen 

Bijon Sen 

writing. 

.Authority 

presumed. 


Payment of Cheques — Under section 85 of the Negotiable 
Instniments Act, it has been laid down that "where a cheque 
payable to order purports to be endorsed by or on behalf of the 
payee, the drawee is discharged by payment in due course”. So 
the primary concern of a banker in such a case is to satisfy liimself 
about the correctness of the endorsement. The banker will be 
protected under sub-section (2) of section 16 of the Negotiable 
Instruments Act if the endorsement is in order apparently, 
although it might transpire later on that the endorsement was 
a forged one. But this protection can be claimed by the pay- 
ing banker if he pays the cheque or draft drawn on him' in 
due course. Let us now examine what is meant by payment in 
due course. 

Payment in Due Course . — Under section 10 of the Negotiable 
_ltastruments Act, "pajunent in due course means paiunent in accor- 
rvith the apparent tenor of the instrument, in good faith and 
*■ negligence to any person in possession thereof under 
. • nrpc; which do not afford a reasonable ground for believ- 
he is not entitled to receive payment of the amount therein 
d”. 
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If a cheque becomes due for payment and is accordingly paid, 
it wiU be equivalent to payment in due course. But it will not be 
so in respect of payment of a post-dated cheque or of a cheque 
which has become out of date. Nor is the payment of a cheque 
out of business hours to be considered as a pa 3 mient in due course. 

In Good Faith and Without Negligence . — It will be an act 
of negligence if tlie paying banker fails to see whether all endorse- 
ments on the back of the cheque are in order. It is to be examined 
that all are correct endorsements. If any endorsement happens to 
be incorrect,, the paying banker will be charged with negligence. 
Similarly, if there be any endorsement with per pro, the paying 
banker is to satisfy himself that the person so signing bears the 
necessary authority. 

Person in Possession of the Instrument — In case the pay- 
ment of a cheque coming into the possession of a person, is 
countermanded by the drawer, it is natural to presume that the 
person is not entitled to receive payment of the same. 

Payment of Crossed Cheque. — ^Under section 128 of the 
Negotiable Instruments Act, it is laid down that “where the banker 
on whom the crossed cheque is drawn has paid the same in due 
course, the banker paying the cheque, and (in case such cheque 
has come to the hands of the payee) the drawer thereof, shall 
respectively be entitled to the same rights and be placed in the 
same position in all respects as they would respectively be entitled 
to and placed in if the amount of the cheque had been paid to and 
received by the true owner thereof”. 

But when the paying banker also acts as the collecting banker, 
he cannot claim the protection which would be denied to the collect- 
ing banker on the ground of negligence (Carpenters Company vs. 
British Mutual Banking Company). 

When PAViHENT Must be Refused 

(1) When payment is countermanded by tlic drawer under 
advice to the bank, the cheque should be returned with 
the remark “orders not to pay” or "payment counter- 
manded by the drawer”. The remark “payment 
stopped” might midead the people- to think that the 
customer might have suspended payment due to insolv- 
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ency. Sometimes notice to stop payment of a cheque is 
given by the drawer ei&er over the phone or by telegram. 
Such a notice to be binding upon the bank must have to 
be confirmed in writing. On receipt of such a telegram' 
or phone, the bank should at once ask for the written 
confirmation of the drawer and in case the cheque is 
presented before the w’ritten confirmation is obtained, the ' 
bank should return the cheque with the remark, "pay- 
ment countermanded by phone or telegram — awaiting 
confirmation''. Sometimes a banker is requested by the 
payee of a cheque not to pa 3 ' it. The only person who 
can instruct the banker not to pay a cheque is the 
drawer ; but the banker, having received notice from the 
payee, would endeavour to get into touch With the 
customer before paying the cheque. He should not paj’^ 
it if it is payable to order and the paj'ee states that he 
has not endorsed it. 

Sometimes the bank frames such a rule of business 
that "the bank will register instructions from the drawer 
of a cheque to stop payment of it but it cannot undertake 
any responsibility in case such instructions are inadver- 
tentl 5 ^ overlooked”. But this rule will not be able to 
protect the bank if it makes payment of a cheque, which 
the bank was notified not to paj' by the drawer. 

(2) Upon receipt of a notice of the drawer’s death, the bank 
will be justified in refusing pajment of the clreque drawn 
bj' the customer before his death but presented after his 
death. But if the principal customer authorises his agent 
to draw cheques and the said agent dies, the cheques 
drawn bj' him prior to his death should be honoured by 
the bank, because the principal’s authority still subsists. 
But if the principal dies, the cheque should be refused 
under reason "Principal deceased”. 

(3) K the customer becomes insolvent, then the cheque drawn 
by the customer should be refused payment. But this 
step can be taken only when the order of adjudication of 
his insolvency has been passed and the -bank has been 
notified thereof. The same step should be taken when 
the customer becomes insane. 
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(4) On receipt by the banker of the notice of assignment by 
tlie customer of the credit balance in his account. 

(5) In the case of a trust account when it is observed by the 
bank that there is going to be a breach of trust on the 
part of the customer. 

(6) On knowledge of any defect in the title of the party 
presenting the cheque. 

(7) Irregular endorsement. 

(8) Notice of a garnishee injunction or other order restrain- 
ing the customer from operating on the account. 

Upon receipt of such restraining order the banker should at 
once notify his customer of tlie order of restraint and will have 
to refuse payment of the cheque drawn by him. If the order 
attaches the whole balance of his account, less uncleared cheques, 
the customer should be informed that he may open a new account 
for future credits. A garnishee order is an order of the court, 
obtained by a judgment creditor, attaching funds in the hands of 
a third party w'ho ow'es the judgment debtor money, warning the 
third party (the garnishee) not to release the money attached until 
directed by the court to do so; The garnishee should not pay 
over the funds until an order nisi is made absolute. A garnishee 
order served on a banker (garnishee) applies to the whole of the 
customer's balance on current accoimt and until the order is with- 
drawn the account must remain inoperative. It applies to the debt 
due or accruing due from the bank to the customer. But when 
the judgment debtor happens to be a party to a joint a/c, the joint 
a/ c cannot be attached by the garnishee order. When a garnishee 
order is served on the Head Office of a bank against a customer 
having an account wth a branch, the order should be forwarded 
to the branch concerned without delay and the account should be 
stopped. But if that branch happens to exist in a foreign country, 
that garnishee order will not be binding on the bank. 

A deposit repayable only after notice is probably not attached 
by a garnishee order unless notice of withdrawal has been received 
before the service of the proceedings (Cowle 5 f vs. Taylor). If a 
further condition of repayment of the deposit is the return of the 
deposit receipt op pass book, the late Sir John Pagot was of 
opinion tliat this condition must also be fulfilled before the deposit 
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becomes attachable. This opinion is confirmed in Bagley vs. 
Winsome. 


Some Notes on Payjient of Cheques 

1. A cheque payable to a bearer is ahrays a bearer, even 
though it might bear an endorsement to order on the back. 

2. If a cheque is written as "beared’ at the beginning 
bearing the space blank but the printed matter "or order” 
at the end remains unaltered, it wiU be treated as a 
"bearer cheque”, since the •written word "bearer” over- 
rides the printed words "or order”. 

3. If a cheque is drawn "Pay... A or ” it requires the 

endorsement of A, 

4. K a cheque is drawn "pay A only” it becomes a non- 
transferable cheque. The banker should pay only to A 
and nobody else. 

5. A bank should not attempt to stop payment of its own 
draft which is equivalent to the bank’s promissory note. 
Unless the draft is crossed "not negotiable”, payment of 
it can be preferred by a holder in due course, even if, 
%vithout his knowledge, the draft is tainted •with fraud or 
illegibility since it left the customer’s hands. No one, 
however, can be a holder imder a forged endorsement, 
and if the customer can satisfy the bank that the draft 
has been lost or stolen, without having been endorsed by 
the payee, it may, if presented bearing an endorsement 
purporting to be the payee’s, be returned ■with the ansver 

Draft stated to have been lost. Payee's endorsement 
requires verification”. 

A cheque drawn as "Pay yourselves or order” as 
presumably intended to be delivered to the bank in pay- 
ment for some service to be rendered by the bank. It 
should not be cashed or dealt with in any way, without 
the express instructions of the drawer. 

Advising Fate by Tdegram — ^Sometimes the paying banker 
is asked by the collecting banker to infonn by- wire -^rhether a 
particular cheque will be paid. In such a case, the paydng banker. 
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without making any commitment whatsoever provided there is 
ButScient balance for the purpose, should intimate in the following 
manner, would be 'paid if presented here now and in order”. 

Collecting Banker 

A banker may collect cheques for his customer, when he 
becomes a holder in due course. But when he receives cheques 
in Specific settlement of an account, and where he expressly or 
^ impliedly allows his customer to draw against cheques before collec- 
tion, the banker becomes a holder for value. To constitute value 
there must be a contract behveen the banker and the customer, 
express or implied, that the bank will, before receipt of the pro- 
ceeds, honour cheques drawn against the uncleared cheques. But 
the placing of a crossed cheque to the credit of a customer’s 
account before clearance will not be considered as holding for 
value. 

Rights as Holder for Value ^While the banker becomes a 

holder for value, and the cheque he holds bears a forged endorse- 
ment, he is to refund the money to the true owner. But he has 
the right to recover the money from the customer, from w’hom he 
received the cheque. According to Sir John Paget, if the banker 
IS not simply collecting but takes the uncrossed cheque as holder^ 
for value, he occupies exactly the same position as an}'' other 
person who so acquires the cheque. If there is forged endorse- 
ment, he is liable to the true owner and acquires right only against 
endorsers, if any, subsequent to the forgery. If there is no forged 
endorsement, but only defective title or no title on the part of the 
customer, then the banker is a holder in due course \vith good 
independent title against everybody, entitled to hold, and sue all 
prior parties on the cheque. 

Banh as an Agent -IVhile a banker acts as an agent for his 

customer for collecting a cheque, he is protected tmder section 131 
of the Negotiable Instniments Act, which nms as follows ; 

"A banker who has in good faith and witliout negligence 
received payment for a customer of a cheque crossed generally 
or special!}' to himself shall not, in case the title to the cheque 
proves defective, incur any liability to the true owner of the cheque 
by reason only of having received such pa}'ment. 
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As an explanation thereto a banker receives payment of a 
crossed cheque for a customer Avithin the meaning of this section 
notwithstanding that he credits his customer’s ’account with the 
accotmt of the cheque before recehdng payment thereof.” 

What is Meant by Receiving Payment in Good Faith and 
■without Negligence. — About the exact meaning and extent of 
negligence the bankers and lawyers are seldom agreed. Bankers 
complain that the question of time, pressure and exigencies of 
business make it physically impossible for a banker to observe all ^ 
the precautionary measures imposed by law. But the law rvill be ^ 
no respecter of persons or of circumstances but shall take its own 
course. It is observed that negligence tmder this section is some- 
Avhat artificial, as there can be no negligence if there is no duty 
and in such a case there is no contractual obligation between a 
banker and the true owner while collecting a cheque for his 
customer. But stUl it is being imposed on a banker as a statutory 
obligation. So negligence is a matter of circumstances. Broadly 
speaking, the banker must exercise the same care and forethought 
in the interest of the true owner, with regard to cheques paid in 
by the customer, as a reasonable business man w’ould bring to bear 
on similar business of his own. 

It will be a matter of negligence on the part of a banker if he 
'fails to scrutinise the endorsement. Such is the case when a cheque 
payable to two different persons is being endorsed in the same 
handwriting. An act of negligence will be committed by a banker, 
Avhen he credits the proceeds of a cheque payable to a firm to a 
partner's private account (Morison vs. London County & West- 
minster Bank Ltd.). Similarly, it rvill be an act of negligence if a 
bank opens any account without proper introduction and credits 
the proceeds to that account of a cheque payable to someone else, 
on his misrepresenting himself as the payee and endorsing the 
cheque accordingly (Ladbroke & Co, vs. Todd). It would be 
obvious negligence to collect for a man’s private account cheques 
made payable to him in his official capacity. 

The question has more than once been raised whether the 
existing condition of a customer's account ought to influence the 
banker’s mind when that customer pays in a large cheque for 
collection. It is now decided that this is not a matter for the'bank 
to inquire. 
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In Midland' Bank Ltd> vs. Rcckitt it was decided that 
the bank was negligent wlien it permitted credit to the private 
account ol the solicitor of a cheque drawn by him as the con- 
stituted attorney of his client. Similar was also the decision 
in Lloyds Bank vs. Chartered Bank of India, Australia and 
China (1929). 

In Undenvood Ltd. vs. Bank of Liverpool it was held that 
the bank committed negligence as it permitted credit of the 
company's cheque to the private account of a Director. 

' Sometimes a customer wishes to adopt one of the following 
forms of cheque bearing on the back or at the foot, a form of receipt 
intended to be signed by the payee : 

(a) Pay....... or order on the receipt being duly stamped, 

signed and dated. 

(b) There is no reference to the receipt in the body of the 
cheque, but under the receipt appear the words ‘Receipt 
must be stamped, signed and dated.' 

(c) The body of the cheque being as in (6) the note printed 
under the receipt runs ; 

'Signature of the receipt" is intended to have effect 
as an endorsement of the cheque’. 

•The following procedure should be adopted in dealing with 
these cases. 

(ft) That the receipt is to be duly stamped, signed and dated 
implies a condition of payment and the document, there- 
fore, ceases to be an uncondih'onal order. The drawee 
banker should ask his customer for an indemnity to the 
effect that the banker shall have same protection and 
rights as though the documents were unconditional order 
payable to order on demand, and as though the signature 
of the receipt were an endorsement purporting to be 
made by the person named as payee. Such a conditional 
order is not negotiable and apparently is not even 
transferable. 

(b) In this case it has been held that the words appearing at 
, the foot are directions to the payee, not to the paying 
banker (Nathan vs. Ogdens) and consequently the docu- 
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ment is not conditional and is therefore a cheque. The 
banker should, however, obtain an explicit instruction 
from the customer whether or not he is to pay such a 
cheque when the receipt is not signed or is in any way 
defective though the cheque appears to be duly endorsed 
by the payee. 

(c) The question is whether a single signature can in law be 
both a signature of the receipt and an effective endorsement 
of the cheque. The late Sir John Paget was of opinion 
that it could not. He said, “there is no legal authority 
that endorsement can be effected by a signature which 
concurrently fulfils another end. The animus indorsandi 
can hardly be predicated in such a case. To remove 
doubts, the customer should be asked to sign an indemnity 
expressly providing that signature of the receipt is to have 
effect as an endorsement of the cheque.’' 

Conversion 


^ Conversion is a legal term signifying wrongful interference 
with another person's property, inconsistent with the owner's right 
of possession. It has been defined as follows; ''Any person who, 
however innocentlj', obtains possession of goods, the property of 
another, who has been fraudulently deprived of the possession of 
them and disposes of them whether for his own benefit or that 
of another person is guflty of a conversion". A banker wall be 
accused of conversion if he misdelivers any article to an un-autho- 
rised person. Wlien he collects a cheque for a party who has no 
ti e or a defective title to it, he is liable for conversion subject to 
the protection given in seeffon 131 of the Negotiable Instruments 
instances of negligence on the part of a bank cited above 
am 1 'cly to subject a bank to the charge of conversion. In cases 
of cheques issued in favour of third parties, ex'tra cauffon should 
app led by tlic bank lest it should be charged with conversion 
on account of certain irregularities in the cheques (Motor Traders 
Guarantee <mrpn._ Ltd. us. hfidland Bank Ltd.). If a draft issued 
bv' a bank is delivered to the payee, its repurchase by the bank 
w-ithout the latter's consent would appear to be a conversion for 
vrluch tlie bank may be liable. 
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Clayton’s Case 

This is the name of a case which is always referred to as the 
leading authority upon what is knowm as the "appropriation of 
payments”. If a debtor owes more than one debt to his creditor, 
and pays him a sum of money insufficient to liquidate the 'whole 
of the debts, it is a matter of importance to know to which debts 
the payment is to be appropriated. From Clayton’s case the 
following principles are derived: 

(1) A debtor making a pa 5 unent has a right to appropriate it 
to the discharge of any debt due to the creditor ; 

(2) if at the time of pa 3 mient there is no express or implied 
appropriation thereof by the debtor, then the creditor has 
a right to make the appropriation ; 

(3) in the absence of any appropriation by either debtor or 
creditor, an appropriation is made by presumption of law, 
according to the items of account, the first item on the 
debit side being the item discharged or reduced by the 
first item on the credit side. It is the sum first paid in 
that is first drawn out. 

In Bradford Old Bank vs. Sutcliffe, where there were two 
accounts, it was held that the two accounts could not be considered 
as one, and 'that payments to the credit of the current account are 
appropriated to that account and cannot be taken in reduction of 
the loan account. The principle of Clayton’s case does not, how- 
ever, apply where a person has mixed trust moneys vith his own 
moneys in his account. The money which he first withdraws from 
the account is taken to be his own money leaving the trust funds 
intact. But if the trust moneys of several persons have been paid 
into a customer’s account the position is different. Where a solicitor 
had paid into his account moneys belonging to various clients, 
it was held that the rule in Cla}d:on’s case applied at betw^een 
claimants to the trust moneys in the first trust money paid in as the 
first money drawn out. The rule in Clayton's case is a rule of 
evidence and not of law. A clause in a bank’s form of charge or 
guarantee designed to avoid the operation of tlie rule will be effi- 
cacious {Westminster Bank vs. Cond). 
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Collecting Banker and Customer 

In the matter of collection of cheques and other negotiable 
instruments a banker is to show ditc care and diligence. If he fails 
in his duty, he becomes liable for the loss sustained by a customer 
on account of his default. As a collecting banker, it is his duty 
to present the cheque within a reasonable time, which is usually 
meant to be the next working day after the receipt of the cheque. 
If it can be proved that there was delay on the part of the collecting 
banker to present the cheque in time and in the meantime the 
drawee bank suspends pajunent, the banker is answerable for the 
loss of the customer. In a case. Forum vs. Bank of England, the 
bank was held guilty of negligence, as the bank presented the 
cheque through county clearing, instead of through town clearmg 
according to the banking practice. 

In case a cheque is dishonoured, the same should be returned 
to the party with the copy of the objection-memo, without loss 
of time. 


Payment of Money through Mistake 

The legal position regarding the recovery of money paid 
through mistake is not certain, nor free from controversies. 
However, from different legal decisions about this matter certain 
broad conclusions can be drawn which will throw some light on 
the issue. 

If a banker pays by mistake to a payee, who is conscious that 
he is not entitled to the payment, the payer has the right to recover 
the money. But in case a banker gives credit to a customer, 
through mistake, a larger sum than due and the said customer is 
made to alter his position on the basis of that credit in good faith, 
the money js not recoverable as decided in Skyring vs. Greenwood 
and also in Holt vs. Markham. A question arises whether a banker 
is protected in having paid a bill drawn upon and purporting 
to be accepted by a customer payable at bis bank, if it is after- 
wards discovered that the acceptor's or an endorser's signature 
is a forgery and also whether on discovering the forgery it is in 
order for banker to recover the amount of the bill from the 
person to whom he has paid it, if that person received the money 
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in_ good faith. In the case where the customer's signature is 
forget^', the late Sir John Paget thought that a court would be 
astute, to debar a banker from recovering money he had paid 
to an irmocent person on a forgery of his own customer’s signa- 
^ ture. In tire second case where the endorser’s signature is a for- 
gery Sir John Paget considered that money paid on a negotiable 
instrument to an innocent person could not be recovered if he had 
the money in his possession for such a period that his finan- 
cial position might, not necessarily would, be affected if he had 
to refund. 

Again money paid away under mistake of fact can, under 
certain circumstances, be recovered. Before recovery it must have 
to be proved that the mistake is one of fact, not of law. If the 
■money which is payable to A is paid through mistake to B, it is 
a mistake of fact and the payer has the right to recover the 
money. But if any pajnnent towards indebtedness is made in spite 
of the expiry' of the period of limitation, which is a mistake of 
law, it is not recoverable. Sir John Paget observes, "money paid 
to a man as principal, not agent, under mistake of fact can be 
recovered against Mm, although he has detrimentally altered his 
position, if he did so merely in consequence of the payment and 
not in reliance on some independent act or representation of the 
payees or by some breach of duty on the party's part, or unless 
the mistake of fact directly touches a negotiable instrument by 
■virtue of wMch he received the money, and Ms position has been 
or might have been prejudiced in the interval between payment 
and reclamation". The following conditions must be fnlfilled 
before recovery can be claimed: 

(1) The mistake must be between the payer and the receiver 
(Chambers vs. Miller). If the mistake lies between the 
banker and the customer, who happens to be the drawer 
of the cheque, and the pa 5 ment is made to an innocent 
holder of^ the cheque through misreading of the drawer’s 
balance, the money so paid shall not be recoverable from 
the recipient of the payment. 

(2) That the money has not been paid to an agent who has 
paid over to his principal. 

(3) That the money has not been paid to a principal who 
would suffer if forced to repay. He must, however, have 
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been induced to change Ms position, by some representa- 
tion on the part of the payer, and not merely as a con- 
sequence of the payment. . 

(4) That the money has not been paid on a negotiable instru- ^ 
ment. But if the mistake relates to the instrumenfcitself , 
and not to anjdMng extraneous to it, money paid on such 
an instrument maj' be recoverable. . , " ■ 



Accounts .‘i 

A current account is an active or running accoimt on -yvMch 
cheques are drawn and to wMch credits are paid. ; 

A current account should not be opened \vitbout proper intro-- 
duction or satisfactory reference. No cheque book should be issued . 
rmless reference about the party has been received. A bank opem. 
ing any account wthout introduction loses protection under section 
131, of the Negotiable Instruments Act (Ladbroke vs. Todd). A 
reference from a stranger without establishing his botui . fdes 
should not be acted upon. If a customer happens to be an 
employee details of his employer should be ascertained and in 
opening an accoimt in a married woman’s name, details of her 
husband and her husband’s employer should be taken to prevent 
any fraudulent dealings with the employer’s cheques (Lloyds Bank 
Ltd. vs. E. B. Savory & Co.). 

A specimen of the customer’s signature should be taken pro- 
perly certified by the bank official, and preserved properly indexed 
in a safe place. It is to be examined that the necessary particulars 
in the account opening forms are completed by the customer, with 
Ms fuUmame, address and occupation and any relative instruction: 
with regard to the mode of operation on the account. All these 
particulars with the names of the signatories should be entered 
in bold characters on the top of the Current Account Ledgers. • 

'.'V If, a ciistomer desires any one else- to operate on, his account,, 
he bill .have, to sl^, a- mandate authorising that person , and con- 
firming his specimen signature arid deliver Me same to. the ba.nker. 
The banker must not permit anj' overdraft if the, authority does not 
permit 'of 'any' overdrawing by, the .authorised person. ■. Such 
mandates should be. carefully preserved and'a note thereof be kept, 
, on thedop'bf the.ledgerfolio; ' ; • ' • , ■ , ' 
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Minor or Infants — ^Under the Indian law a person will be re- 
garded as a minor until he completes his ISth year. But if before 
the completion of his 18th year, a guardian is appointed by the 
court, his minority extends to the age of 21 (Sec. 3 of the Indian 
Jlinority Act IX of 1875). Under the English law a person will be 
attaining majority on the completion of his or her 21st year. As 
a minor has legal disability with regard to the making of contract, 
he can repudiate any such contract on attainment of majority. 
Still an account may, however, be opened in the name of a minor, 
provided it is in credit balance. But if, for any reason, the account 
is overdrawn, that money cannot be recovered from a minor. So 
it is to be carefully observed that the account of a nainor is never 
permitted to be overdranm. For the same reason, no overdraft or 
advance should be granted to a minor, however acceptable be his 
securities. For safety’s sake, it is advisable to open such accounts 
in the name of his natural or legal guardian. 

■' Though the minor has no capacity to contract he may still 
be appointed an agent for another person, competent to enter into 
contract, provided the latter authorises the former. In such a 
case the minor acting as an agent can enter into all sorts of contract 
on behalf of the principal if he possesses necessary powers from 
the latter. He may there overdraw even his principal's account if 
that power is included in the authorit}'. 

There is no harm in a minor being a partner. But the danger 
is that he may repudiate his debts on attainment of majority. 
How in case he does not repudiate the debts contracted before his 
majority, within six months of the attainment of his majority, the 
debts will be considered to have been ratified by him (Section 30 
•of Indian Partnership Act, 1932). If a minor by a false represen- 
tation as to his age induces a banker to enter into a contract with 
Trim, he cannot afterwards obtain relief by pleading that he is 
helow the age. An infarit cannot be made liable on a guarantee. 
In case of his death a letter of administration is to be taken out 
by his father or mother or the nearest kin. 

A deposit receipt may be issued in the name of a minor for 
which he is able to give a valid discharge. 

Lunatics . — Under the English law any contract made with a 
person of unsound mind is not void but voidable. But in Indian 
law such a contract is absolutely void and not simply voidable. 
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WTien a banker comes lo know of the insanity of a customer, ke 
should at once suspend operation on the said customer s accoun . 
But in such a case the banker must not act on mere hearsay 
gossip ; he must be reasonably satisfied that bis customer 
incapable of understanding business transactions. A certifiCTte 0 
that e6ect by t\vo medical practitioDers will be considered sufftcira 
for the purpose. Mental unsoundness, if the patient is there y 
rendered incapable of managing his affairs, determines any au o 
rity that he may have given to an agent to act for him. A power, 
even during the period of irrevocability, is revoked by the custo- 
mer’s becoming incapable of managing his affairs. 

The joint authority to operate on an account is in effect ^ 
authority by each for the other to draw and, like any other 
authority, must be considered to be determined by menta 
incapacity of either signatory. 

Drunkards . — Contracts with drunken persons are voidable bn 
not void. If the contract is voidable, it must have to be prov 
that the person signing the contract was incapable of drunkenness. 
Drunkenness is no arrswer to a holder in due course, but to an irmne' 
diate party with notice of the drunken state. When a dnrnken 
person draws a cheque over the bank’s counters and insists on 
payment, it is advisable to have the signature \vitnessed fo^ 
safety's sake. 

Married Woman A married woman can open an accoun 

with the bank, as he suffers from no legal disability as to her 
contractual capacity. At the time of opening such an account, 
a banker wiU do well to ascertain her husband’s name and 
occupation with the name of his employer, if any, so that any 
fraudulent dealings with the husband’s employer’s cheques may 
be guarded against. 

A married woman cannot make her husband responsible for 
her personal debts, unless it can be proved that she acted as her 
husband’s agent and incurred those debts for meeting the necess^ 
household expenses. Under the Law Reform Act, 1935, a married 
woman in England can acquire, dispose of any property she likes, 
just like an umnarried woman. 

WTiere a married woman has a joint account with her 
husband, her right to any creiEt balances on the death of her 
husband is a question of intention on the husband’s part. In such 
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a case to avoid any difficulty it is advisable for a bank to get a clear 
mandate as to the ownership of the balance if any one dies. 
Vlffiere a married woman guarantees husband’s debts, she should 
be separately advised by the solicitor that she has understood the 
terms of the document and put her signature thereon freely and 
voluntarily. 

Joint Accounts . — Here those joint accounts will be considered 
which are neither partnership accounts, nor trust accounts. Such 
accounts should be opened under the joint signatures of the 
account holders and all instructions regarding the operation of 
the account jointly or severally should be confirmed under joint 
signatures, to be binding upon the bank. A clear mandate should 
be taken from tlicm as to whether the money is payable to either 
or survdvor in case of death of any, although the natural presump- 
tion in such a case is that the balance should be at the disposal 
of the survivor. A satisfactory evidence of the deatli of a joint 
party should have to be produced, before the other persons autho- 
rised to operate on the account are allowed to do so. 

If the banker receives notice that the joint account is, in reality, 
a trust account, the banker should not allow the survivor to 
withdraw the balance. Difficulties are experienced when the legal 
representatives of the deceased joint account holder lodge claim 
to the balance. In such a case Sheldon holds this opinion that, 
apart from express agreement, the ordinary principle of a joint debt 
applies, and ffie banker is entitled to pay the surviving party the 
balance on satisfactory proof of death. As to whether the survivor 
is the beneficial owner of the balance is a matter to be 
settled between him and the legal representatives. Meanwhile, the 
survivor holds that part of the balance, provided by the deceas- 
ed, as trustee for the later’s estate. The legal representatives 
of the deceased cannot prevent the bank from pa3dng the balance 
to the siuvivor unless they get an order of restraint from 
the Court. 

In the event of the bankruptcy of any of the joint account 
holders, the banker shohld stop all operations on that account 
pending instructions from the other and the trustee in bankruptcy. 
The cheque drawn by the bankrupt person or by the insolvent joint 
party should be returned under ground "Joint account holder in 
bankruptcy”. " 
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On the death of a joint party it is advisable to stop that 
account and ash the survivor to transfer the 
of opening a new account. On the death of all the 1°“* 
any balance is payable to the legal representabves of the one tha 

Cheques drawn on a joint account may be stopped by any of 

the signatories. ii. 

Any joint account holder has not the implied authonty to 

pledge each other’s credit. So if an overdraft is to be created, tta 
must have to be confirmed by all the joint account holders, ine 
confirmation of any one of the signatories will not do in resp^ 
overdraft, unless all the signatories jointly concur m sue a 

In the case of a joint aoccunt in the names of a husbana 
and wife, if the account is opened by the husband for his con- 
venience, the balance, in the absence of any vuitten mandate to 
that effect, cannot be claimed by the widow ^ but is to e 
transferred to the deceased’s estate, as decided in MarshaU us. 
Crutwell. But if the account is intended to be opened fOT e 
provision of the wife, only she can claim the balance (Fo ey 

vs. Foley). . . 

A joint account is opened by a husband and Avife ei 
having power to sign cheques. A cheque is presented in ^ 

handwriting of and signed by the wife, and altered and V 

signed by the husband. It will be in order for the bank to p^y 
the cheque. . . 

If one of the joint accoimt holders dies and the account is in 
credit, the name of the deceased account holder should be nik^ 
out of the ledger beading, a note being made of the date ot is 
death, and the survivor or survivors should be allowed to continue 
‘ . the account without a break. If the account is overdrawn, the 
liability for tlie overdraft, unless the account holders were partaeis 
or had signed an agreement to be both jointly and severally hah e 
to the bank, is joint only and on the death of one his estate is 
discharged from the debt. If the parties had signed an undertaking 
of joint and several liability and it is desired to preserve the liability 
of the deceased’s estate, the account should be broken ; otherwise 
under the Cla5don’5 case, credits paid in after his death will go 
in reduction of his liability. 
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Partnership Accounts 

According to section 4 of the Indian Partnership Act, 1932, a 
partnership is the relation between persons who have agreed to 
share the profits of the business, carried on by all or any one of 
them acting ior all”. It is not necessary that a partnership firm 
is required to be compulsorily registered. If it is so registered, it 
can bring its claims as against other partners in the court of law. 
This protection cannot be claimed by an unregistered partnership 
firm. 

Opening of such Account. — h. banker is free to open a partner- 
ship account, if it is applied for by one or more of the partners. 
He is to scrutinise the provisions of the partnership agreement, 
if any, to find out if there is any instruction relating to the opera- 
tions of the accounts. If nothing is mentioned about these matters, 
any partner is authorised to draw cheques in the firm’s name, and 
by doing so he wiU bind the firm. Usually the banker has his o^ 
prescribed form which all the partners jointly sign undertaking 
liabilities jointly and severally. 

Before the banker opens such an account, he obtains specific 
instructions from the partners as to whether any one or more will 
jointly or severally operate on the account. One partner has power 
to countermand the payment of cheques dra^vn by another. 

Transactions on Private Accounts 

The banker should not accept any cheque dra^vn in favour of 
the partnership firm for credit of the partner’s private account lest 
he should be charged with negligence and lose protection under 
section 131 of the Negotiable Instruments Act. 

Death of a Partner. — On the death of a partner, the partner 
ship is dissolved. On receipt of the notice of such death, e 
banker should stop the ’account and ask the surviving pa nr 
to open a new account. The cheque dra^vn by the dec^e 
partner prior to his death should not be paid unless con rm 
<^d by the sur\'i\-ing partners. If the account be m over la^ 
account, the debt of the partner mil not be extin^ishe on k 
death but his estate will be charged for the liquidation o is 
indebtedness. 
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Retirement of a Partner . — On the retirement of a partner his 
prerdous debt is not extinguished^ but he cannot be held respon- 
sible for future indebtedness if the bank is only notified of his 
retirement. If no such notice of retirement is given to the bank, 
he cannot be exonerated from subsequent indebtedness to the bank. 
If the banker does not like to exempt the retiring partner from his 
past indebtedness, he will ask the firm to dose the present account 
and open a new one to stop the application of the rule in Clayton s 
case, according to which a payment shall discharge the earliest 
debt, whether of the customer or of the banker remaining unpaid. 

Insolvency of a Partner . — By the operation of law a partner- 
ship is dissolved with the insolvency of a partner. If a partner is 
adjudicated an insolvent, the cheque drawn by him should be 
returned unless confirmed by other partners. The other partners 
may, however, withdraw the credit balance to account for the 
insolvent’s share in the firm’s assets to the trustees for the bankrupt. 

As regards seeming of any advance by mortgage or pledge 
of any securities, the banker gets all such docurnents signed by 
all the partners jointly with a view to getting rid of any legal 
difficulty. But in India, unlike in Great Britain, a partner may 
bind the firm by an equitable mortgage of immovable or real pro- 
perty belonging to that firm. 

As regards the bank’s power of set-off it has already been 
stated that unless the partners undertake liabilities jointly or seve- 
rally for the debts of the firm, the credit balance in the private 
account of a partner cannot be set off against the debit balance of 
the partner^ip firm. 

It has already been mentioned that registration is not compul- 
sory in the case of a partnership firm. But an rmregistered firm 
suffers from certain legal disabilities. The partner of an unregis- 
tered firm cannot file a suit to enforce a right arising from a con- 
tract or conferred by these acts against the firm or against any per- 
son who is alleged to be a partner in the firm. On the same footing 
a firm caimot sue in any court a third party for any right arising 
from a contract unless the said firm is registered and the persons 
suing have been shown in the register of firms as partners of the 
firm. The Select Committee Report states that as the position 
stands at present, the third party’s right to sue the firm remains 
unaffected, but in the case of suits by the firm or partners inter ee 
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or against third parties, registration is compulsory. So the partner- 
ship firm in its own interest should get itself registered. 

^ There seems to be no objection to opening an account witli 
a firm, one of the partners in whieh is an infant. Bui it will be 
advisable to obtain an express autlrorily signed by the other 
partners for the infant to sign cheques, bills and notes on behalf 
of the firm, if they wish him to do so. 

The bankruptcy of a partner dissolves the partneiship, and 
interest of the bankrupt partner passes to his trustee, who is 
entitled to have the account of the partnership taken, and to receive 
tlie bankrupt’s share. The bankrupt partner's estate is not liable 
for partncrdiip debts contracted after tlie date of the bankruptcy, 
and his authority to bind the partnership ceases. He cannot, 
therefore, operate on the account of the firm. The solvent partners 
are entitled to get in the assets of the partnership, to wind up its 
affairs, and to.,complcte transactions begun but unfinished at the 
time of the dissolution. They may tlrcrcfote operate on the 
account for the partnership purposes. If a cheque is presented, 
drawn on the partnership account by a partner who has committed 
an act of bankruptcy, confirmation by the otlier partners should 
be required. 


Accounts of Lijuted Comfanies 

Before the opening of the account of a public limited company, 
the following documents should be taken and examined by the 
banker: — 

1. Certificate of Incorporation : this certificate is a conclusive 
proof of the fulfilment of all requirements of the com- 
panies act. 

2. Commeticemeni certificate: this certificate is necessary 
for commencing business. Without this certificate no 
public company can begin operations, or borrow money. 
If for any reason this certificate is not granted the com- 
pany caniiot be sued on any contract entered into pending 
its issue ; without this certificate money may be deposited 
in the company's account but no withdrawal should be 
permitted until the commencement certificate is obtained 
and produced. 
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3. Memorandum of Association: any act beyond the scope 
of the Memorandum, which governs company’s external 
operations, is ultra vires, and not binding upon the 
company. 

4. Articles of Association : contain regulations regarding the 
internal management of a company. 

5. A copy of the resolution of the Board of Directors’ should 
have to be submitted to the bank, signed bj' the chairman 
and countersigned by the secretary of the company, con- 
firming the opening of company’s account wth the banker 
and describing the mode of operations on the account rvith 
the names of the ofBcials who will be doing so. 

If possible, the Balance Sheet of the company should 
be taken and examined so as to ascertain the financial 
position of the company. 

Borrowing Powers — If any company is to be given an over- 
draft facility, the extent of the borrowing powers of the Directors, 
as specified in the Articles of Association, should be examined to 
bank’s satisfaction. When the company creates a charge in favour 
of the bank, which is not a pledge, that shall have to be registered 
with the Registrar of Companies rmder Sec. 125 of the Companies 
Act, 1956 within 21 days from the execution of the document. A 
register of charges should be maintained by the bank in addition 
and when the charge is satisfied, that should be notified in time 
to the Registrar of Companies, 

Private Limited Companies 

In the case of private limited companies all other formalities 
required in connection with public limited companies will have to 
be observed with the exception of .the Commencement Certificate 
which is not necessar}^ for a private limited company. If atiy 
charge is created by a private limited company on its assets, which 
is not a pledge, that has got to be registered with the Registrar 
of Joint-Stock Companies within 21 days from the date of the 

cution of the document. 

Associations — Societies, institutions or associa- 
vd xmder the Indian Companies Act, having the 
the members limited by guarantee, open accounts with 
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baiiks. The term 'limited’ is not used after the end of the name, 
nor the word ‘Company’. All formalities necessary in connection 
with the opening of accounts by private limited companies are to 
be completed with the exception of the certificate of commence- 
ment of business. Registration of any charge created by such an 
association is compulsorily to be made with the Registrar of Joint- 
Stock Companies. 

Executors and Trustees . — ^As a rule a banker should avoid 
opening accounts of Trustees and Executors, as he is to shoulder 
enormous responsibilities. He has to cany' out the operations in 
strict conformity with the provisions of the Trust Deed. If there 
is a misapplication of the Trust Fund, which, in normal circum- 
stances, would put the banker on inquiry and the banker fails to 
rise to the occasion, he may be liable to tlie beneficiary of a trust 
for failure to protect the beneficiary’s interest (O.R.M. vs. 
Nagappa Chettiar). The banker does not recognise any implicit 
trust, unless it is express. 

When it is an account in the names of executors, one of them 
may deal with the funds of the estate on behalf of others. But 
when it is a trust account, all the trustees must have to sign jointly, 
unless otherwise stated in the Trust Deed. 

On the death of any one of the executors it is not necessary 
for a bank to modify the course of operations on the account. 
But in the case of the death of any one of the trustees, a banker 
cannot but modify the course of the business relating to the 
account, as the account in case of a trust seems to be the joint 
business of the trustees. 

If the executors borrow any funds, they are personally liable 
for the money, unless it is secured by the specific assets of the 
deceased. 

Some Points Re: Executors and Administrators 

(rt) Such an account is to be stopped till a probate or a letter 
of administration or a succession certificate is produced. 

(b) The probate is made up of a copy of the •Kill bearing the 
sealed certificate of the court. 

(c) Dire^^ns^contained in the \\-ill should be noted in a 

'' '^r of the bank. 
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Trust Accounts 

Whether the jollowing are Examples of Trust ? 

Question : William Smith re John Jones. 

Ansuier : Not a trust account — supposed to he a private 

account of Smith A\dth reference to a particular 
transaction with John Jones 

Question : William Smith account John Jones. 

Answer : A trust account as the very name signifies. 

Question : Wilham Smith per John Jones. ‘ 

Answer : If it means that the accoimt has been opened by 
Smith to be drawn on by Jones, it is a trust 
account. But if it means an account belonging 
to Smith consisting of money brought in by Jones, 
it would not. 

Societies — When a society’s account is opened, the banker 
should be supplied with a copy of the resolution appointing the 
persons, who are authorised to operate on the account. \^ben an 
advance is granted to the Committee of an Association, or to a 
club, a society or any similar body, an arrangement should be made 
whereby some one is rendered liable to repay the money, as other- 
wise the banker will be without any means of receiving the debt, 
as such bodies, not being incorporated, cannot be sued for the 
mon^. 

Liquidators — K liquidator is appointed by the Court to wind 
up the affai r s of a company, to realise the company’s assets and 
disburse the same amongst the shareholders and sundry creditors 
of the company. He has authority to raise advances on the 
security of the company's assets and to draw, sign cheques and 
bills of exchange and for the performance of these duties the 
liquidator will not be incurring any personal liability. 

Banhrupts — When a customer is adjudicated a bankrupt, his 
property vests in the official Receiver, or in Presidency towns in 
the Official Assignee who will administer the estate for the benefit 
of the creditors. Special care should be taken in respect of deal- 
ings with an undischarged bankrupt, for, according to law, he 
cannot obtain credit for more than Rs. 50/-. 
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Fixed Deposit Receipt 

Fixed Deposit Receipts are not negotiable instruments l&e 
cheques or bills Avbich are transferable by ^ ^ 

receipts are non-transferable and cannot pass ti e y 
in blank (Abdul Rahman Haji Asman vs. Centr 

^"'^Seqts axe not drawn against fixed deposits 

practice mth banks. If the return of the deposit recepit is mad^ 

a condition for payment, no cause of action w-ill arise unbl 

If the deposit has been renewed, the penod ot \jmi^ 
tation wiU run from tire date of maturity of the 

'"“'a deposit receipt may be the subject of a donatio mortis 

CCLtlSH 

Fixed deposits may be received by banks m 
While receiving such deposits clear instructions s ou Af-ord- 
as to whether money is payable to either or survive . • . 

ing to the English law, a payment to any ° ... j 

holders gives a complete discharge (Wallace us. ^ 

various decisions awarded by Indian ^ ^Dolication 

that the decision in Wallace vs. Kelgall has no pp 

" “Lding lo Sir. John Paget, tte deposit teeeiP^'"^ 

the money deposited, but to the banker, is a action 

in action assignable like any other debt or c os 

independent of the receipt despite any r^ c o 

transferability of the receipt”. While any 

sought to be assigned in favour of a third pa y, i „„rtioris- 

forfte account holder to address a letter to the 

ing the third party to receive payment of the money and^to 

deliver the deposit receipt properly dj^ arge ^mi^ 

stamp on the back. The third party, +v,nritv unon 

his position safe, should serve that letter o au 

Some banks issue deposit receipts vdth the 
on the back thereof. Those receipts may then 
ordinary cheques. 

31 
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Often the banks are approached for loans against their own 
fixed deposits. Though the banks are not bound legally to repay 
the deposit money before maturity, nor to grant any loan there- 
against, still to oblige the customers, if the banks feel it a necessity 
to grant loans against fixed deposit receipts occasionally, it is 
advisable for the banks to get the fixed deposit receipts duly 
discharged on the bank under revenue stamp and to get a letter 
of charge signed by them authorising banks to adjust the proceeds 
against indebtedness. But such loans against fixed deposits 
should be discouraged in times of emergency. Here it will be perti- 
nent to quote a circular from the Reserve Bank of India on this 
point. 

"In connection with the measures to be taken by banks 
in emergencies, we would also invite their attention to our 
circular letter No. ACD. BS. 744/77-40 dated the 31st July, 
1940, in which we requested them not to allow parties who 
have made fixed or time deposits to withdraw them in 
advance of the due date. We mentioned in that circular that 
if a client is, for any reason, in urgent need of money, it ought 
to be possible to give him an advance against the security of 
the time deposits. We should like to supplement this sugges- 
tion by stating that such advances may be granted by banks 
only during normal times and not in emergencies when banks 
should not only cease making fresh advances but should be 
recalling old ones. In our opinion, the distinction between 
"demand liabilitiK’’ and "time liabilities” is important and 
has been given statutory recognition in the Reserve Bank of 
India Act, which provides for the maintenance by the 
scheduled banks with the Reserve Bank of a lower percentage 
of cash against the latter, and repayment of time deposits 
before the due date amounts to converting them into demand 
deposits and tends to defeat the object of the above statutory 
provision. Besides, a distinction should be made between 
urgent and non-urgent needs of bank constituents, and since 
in emergencies when there is a scramble for cash, it will be 
very difficult to distinguish between bona fide urgent needs 
and others for advances against time deposits, we should be 
glad if banks would refuse to grant such advances during 
emergencies.” 
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Distinction of a Joint-Faaiily Firm from 
A Partnership Firm 

1. A joint-family firm, unlike a partnership firm, is not 
dissolved on the death of one of the joint owners, nor can 
a partner of a joint-family firm, ask for an account of past 
losses and profits, should he choose to voluntarily sever 
his connection. 

2. The 'karta’ of a family only and not others, can create 
charge on the assets of the family for legal necessity. 

3. If outsiders join such a joint-family firm, it ceases to be 
governed by the Hindu law and instead is governed by 
the Indian Partnership Act. 

Account o/ a Family Firm . — When such an account is opened, 
the manager or ‘karta’ of the family should state clearly whether 
it is an ancestral family business or a new business. In the case 
of the latter it is to be declared whether there is any outsider as 
a partner. Cheques should always be signed by the manager or 
‘karta’ of the family, as he alone possesses necessary authority. 

Some Points to be Remejibered by a Banker 

1. When once a banker has opened an account, he has not 
the right to close the account -without a reasonable notice 
to his customer of his intention to do so (Prosperity Ltd. 
vs. Lloyds Bank Ltd.). 

2. A banker may often be asked to tender advice on the 
purchase or sale of securities. In so ad-vising he should 
exercise all normal prudence, as in the event of his advice 
proving detrimental, the customer may hold the banker 
responsible for any loss he may sustain as a result of the 
banker’s advice (Banbury vs. Bank of Hontreal). 

3. There are cases when a banker becomes trustee for his 
customer. 

fa) Where a third party remitted a certain amount to a 
banker for credit of an account, and this sum could 
not be appropriated to the proper account, and where 
the bank -wrote to the remitter or to his own customer 
as to which of Jiis accounts, if more than one, this 
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sum should be appropriated, it was held that the 
banker was a trustee (Official Assignee o£ Madras us. 
D. Rajarane Aiyer). 

(6) Wffien a certain balance in a current account w’as 
earmarked for the purchase of securities and this 
purchase had not been completed, the balance of 
amount which lay in current or deposit account 
earmarked for such purchase was held by the banker 
in the capacity of a Trustee (Official Assignee of 
Madras vs. J. W. Irwin). 

(c) 'WTiere, however, a customer asked the banker to 
purchase certain securities out of funds available in 
his current account and the banker failed before 
effecting the purchase, it was held that the banker 
' was not a trustee for the amount so earmarked 

{Official Assignee of Madras case). ’ 

The Pass Book 

The pass book contains the record of transactions in debits 
and credits, that have passed through the account of a client with 
the bank. Naturally such a book enables a client to check up his 
accounts to his satisfaction and to find out any discrepancy. Should 
any discrepancy be detected on examination of the pass book 
entries, that can be rectified by immediately bringing it to the notice 
of the bank. A specimen form of the pass book is given below, 
wherefrom some idea may be formed as to what is meant b 5 '^ a 
pass book. 

D. K B.AEUA, Esq., 
in account with A. B Bank Etd. 

Particulars of 

Date Deposits Dr. Cr. 

or WithdraM-als Es. As P. Signature Rs As. P. Balance 

From the above form it is possible to get a complete picture 
of the deposits and withdrawals in a client’s account. Under the 
head 'Particulars’ are shown the deposits (marked ‘by’) and with- 
drawals (marked 'to'). ^ The deposits are shown on the credit side 
(noted Cr.) and withdrawals entered under item debit (Dr.) and 
the balance is shown after adjustments of debits and credits. 
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Siatewenis of Accounts . — But with the introduction of loose- 
leaf ledgers and the mechanisation of banking accounts, the pass 
books are gradually being replaced by statements of accounts which 
are daily or periodically sent to customers as agreed upon. But 
still certain sections of customers prefer the pass books to loose 
statements of accoimts, because of the convenience of handling 
bound books containing the consolidated statements of the position 
of accounts, especially in connection with income-tax matters. A 
specimen form of such loose statement of account is given below ; 

P. C BAEUA, Esq., 
in account with A. B. Bank Ltd. 

Bate Particnlars Withdrawals Deposits Cr, or Dr. Balance 

At the bottom of such a statement the following is printed : 

"Unless this bank is immediately notided of any 
discrepancy found in the statement of account it will be taken 
that the account has been found to be correct." 

While sending such loose-leaf statements of accounts, certain 
banks attach a slip on which the customer is asked to acknowledge 
that the balance stated therein is correct, but the customer is under 
no duty to comply with it. At least it will prevent a customer 
from saying that he had no notice of the position of his account 
and that he did not get the pass book completed by the bank in time. 
In the case of a pass book, there is 'passing to and fro’, i.e., from 
the bank to the customer and from the customer to the bank, 
whereas statements are never returned to the bank. 

Pass Book an Authentic Record 

According to Sir John Paget, the proper function of a pass book 
is "to constitute a conclusive, unquestionable record of the transac- 
tions between banker and customer, and it should be recognised 
as such". But unfortunately the position of the pass book is most 
unsatisfactory. The legal decisions differ on this issue and as a 
result the position is far from clear. According to Sir John Paget, 
after full opportunity of examination on the part of the customer, 
all entries, at least to his debit, ought to be final and not liable to be 
reopened subsequentl3', at any rate to the detriment of the banker. 
But it will be risky to act on such a view about the passbook having 
regard to the conflicting legal decisions. In the case of Kepitigalla 
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Rubber Estates Co. v$. National Bank ot India (1809) 2 K.B. lOlO, 
it has been held that the mere taking out o£ the pass book and its 
return without objection mil not constitute a settled account 
faetv%’ecn the banker and his customer. But if a pass book of a 
certain business firm is returned to the bank after ticking the entries 
in debits and credits, there is a prima facte evidence that the entries 
have been found to be correct and the account is settled. 

Examination of Pass Book Enjoined as Duly on the part of a 
Customer in the U.S.A. — But in the U.S.A. the matter has been 
more judiciously dealt with in a manner which tvill satisfy all 
reasonableness. In the case, Morgan vs. United States Mortgage 
and Trust Co. (1913), 208, New York Rep. 218, it has been held 
by the learned judge that “the depositor who sends his pass book 
to be written up and receives it back with his paid cheques as 
vouchers is bound to examine the pass book and vouchers and to 
report to the bank without unreasonable delay any errors which 
may be discovered....” Thereby it has been made obligatory on 
a customer to examine his pass book and check the entries therein- 
But it should not be missed that in the above case decision has 
been awarded on the basis of the fact that the paid cheques 
accompanied the pass book, but it is difficult to say whether the 
same decision would have remained unaltered had not the paid 
cheques accompanied the pass book. 

Entries Favotirahlc to a Customer Suppose an entry is 

erroneously made by a bank in favour of one of its customers, what 
will happen then? Here the answer will depend upon the nature 
of circumstances rmder which such an erroneous entry has been 
made by the bank. If a bank has, through mistake, entered in 
the pass book an uncleared cheque as cash deposit, it can get the 
mistake rectified by showing the real nature of the transaction. 
But if it WTongly credits to a customer’s account more than due 
to him and the customer, reljdng upon the accuraejf of the pass 
book entries of the said credits, draws cheques thereon in good 
faith, the banker cannot refuse his cheques without liabilify to 
pay damages for wrongful dishonour of cheques (Holland vs. 
Manchester and Liverpool District Banking Co. Ltd., 1904).' So 
a banker is to be meticulously careful about the correctness of the 
entries to be made in the pass book, in order to safeguard his own 
interests. Mr. Sheldon is of the opinion that it will not be easy. 
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as a general rule, for an ordinary business to establish his 

bona fides of drawing upon the wrong entry u monevs 

an officer in the army who is accustomed to 
paid direct into his account rvitlr the army agen si i 
Lt he might draw upon such wrong credit ^ 

which he would otherwise have not done. So e 
is the establishing of bona fides in such cases. . • favour- 

Entrics FmLrablc to a Banker.-M regards 
able from a banker's standpoint there is no 

nor a settled conclusion. Tlie correctness o s , beyond 

te challenged by a customer cdy rvhen .t can 

doubt that the customer himself was ^i ty must have 

to cause banker's position to be prejudicially affected or « 

acted in a manner which furnishes clear proo “ ^ sufficient 

the account as conclusively settled. But w a -ccount remain 

degree of negligence and what constitutes a se summed up 

stni undefined On the whole, the pojion has 

by lilr. Sheldon as follows: “Just as the la^v, even m iffi pms 

state as regards the pass book, would no sa 

the customer fraudulently to take a van ag banker 

book to the banker's oven 

to ivithhold money '^^ich he omission in his 

though the customer ma3' not ha p 

pass book „„ the pass book effiricj 

CowclHSion.— When th_e ^ whether the pass book 

are conflicting and there ^ banker and the customer, 

constitutes a settled accoun particular care in correctly 

it should be the duty of a banker ^ T,p.to-date and 

making the entries and to 8 ^ as possible by keeping notes 

returned to the customer as should be rectified by 

thereof in the ledger. Any i be promptly 

the bank without loss ot customer. Similarly, a customer, 

brought to the "°bce J consider it his duty to verify the 

though not legally bou , ^^^be the earliest 

correctness of the euWas ^jgcrepancy to the bank. Mutual co- 
opportunity to between the customer and a banker 

operation and un e the present unsatisfactory position 

in this regard may neip 
of the issue. 
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BILLS OF EXCHANGE AND LETTERS OF CREDIT 

A Banker should remember that the protection given imder 
section 131 of the Negotiable Instruments Act does not extend to 
bills. So he should take care that the person, on whose behalf 
a bill is to be collected by him, has not a defective title to the 
bill. If it transpires that the title to the bill is defective, the collect- 
ing banker will have to refund the money to the true owner and 
the banker, in his turn, may look to his customer for the recovery 
of the same. 

Acceptance . — If a bill is not already accepted, a banker is 
often called upon by his customer to present the bill for acceptance 
by the, drawee. Section 61 of the Negotiable Instruments Act lays 
down the following procedure regarding presentment of bills for 
acceptance: — 

A bill of exchange payable after sight must, if no time 
or place is specified therein for presentment, be presented toj 
the draw'ee thereof for acceptance, if he can, after reasonable 
search, be found, by a person entitled to demand acceptance, 
within a reasonable time after it is drawn, and ''in business 
hours on a business day. In default of such presentment, no 
party^ thereto is liable thereon to the person making such 
default. 

If the drawee cannot, after reasonable search, be found, 
the bill is dishonoured. 

If the bQl is directed to the drawee at a particular place, 
it must be presented at that place ; and if at the due date for 
presentment he cannot, after reasonable search, be found there, 
the bill is dishonoured. 

Where authorised by agreement or usage, a presentment 
through the post ofiice by means of a registered letter is 
sufBcient. 

The banker should lose no time in presenting the biD for accep- 
tance. By acceptance a banker is assured of an additional security 
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as fee drawee in feat case \s presented for 

case a bill is payable after sigb • ^avment. It is bold feat 
acceptance, fee earlier wH it ma ^,,,Ithin a reasonable time 

a bill should be presented for ^ determined 

which is incapaHe of 

v/ife reference to fee nature of the b , t _ Iq presentment due 

„iU. sucl, It n.™ oc™- The 

to circumstances beyond contr , any negligence or 

collecting banker should alnnys guard against anj . g t 

misconduct on his part. , ^ Accept- 

Acceptance may be on t"' f““ “ “ courtesy titles 

anco should be like ordinary on o ' bo noted there- 

etc. The date of presentment ^ sighting should be 

on. (In the case of aftersight biU- Jho date J 

^ inserted.) If the bUl is not accepted, fee fact 

should at once be notified to fee ' ^ccptance without the 

A bardrer must »mty ior acting 

consent of his principal, lest 1 

contrary to instructions. _ npcessarv in the following 

Presentment lor acceptance is not necessary 

“““'“where the bill is “jSo^^rson, dead, insane, 

rhal"a%”rton hav^g no capaci«. to make eon- 

i^:»e oi r— -r" 

the banker, presentme t ^ 

(d) mere fee drawee retuse 

ground. Cprtion 64 of the Negotiable 

Presentment for procedure of presentment for 

Instruments Act lays 

payment;— of exchange and cheques inust be 

Promissory notes.^t ^oceptor, or drawee 

presented P ^ ^ or on behalf of the holder as here- 
thercof «specfeeiy, y presentment the other 

are not liable thereon to such holder, 
parties -gg^ by agreement or usage, a presentment, 

throjh fee post office by means of a registered letter is sufficient. 


(«) 

(&) 


(c) 

id) 
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Procedure of Presentment of Bills 

1. Presentment must be on the due date. 

2. Where payable on demand, presentment must be made 
mthin a reasonable period, on a business day -within busi- 
ness hours. 

3. Presentment to be made at the place where it is payable. 

4. When a bill is presented at the specified place and none 
authorised to pay or refuse is found, no further present- 
ment need be made. 

5. In the case of two or more acceptors, who are not part- 
ners, and where no place of payment is specified, present- 
ment is to be made to all of them. 

6. When the acceptor is dead and no place of payment is 
mentioned, presentment is to be made to a personal re- 
presentative of the deceased. 

7. When partial payment is made of a bill, the bill should 
not be left with the drawee, but notice of dishonour should 
be sent intimating that part pa3maent has been made and 
not in full. 

“At Sight”, “On Presentment” , “After Sight ”. — If any bill of 
exchange contains any such expression "at sight”, "on present- 
ment”, it means that the bill is payable on demand and if it bears 
such expression '’'after sight” it means after acceptance, or noting 
for non-acceptance, or protest for non-acceptance. 

IVIaturity of Bill or Note 

Section 23. — "In calculating the date at which a promissory note 
or bill of exchange, made payable a stated number 
of months after date or after sight, or after a certain 
event, is at maturity, the period stated shall be held 
to terminate on the day of the month which corres- 
ponds with the day on which the instrument is dated, 
or presented for acceptance or sight, or noted for non- 
acceptance^ or protested for non-acceptance, or the 
event happens, or where the instrument is a bill of 
exchange made payable a stated number of months 
after sight and has been accepted for honour, with 
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' the day on which it was so accepted. If the month in 
, which the period would terminate has no correspond- 
ing day, the period shall be held to terminate on the 
last day of such month.” 

Illnsfrations : — 

(«) A Negotiable instrument, dated 29th January, 1878, is 
made payable one month after date. The instrument is 
at maturity on the third day after 28th February, 1878. 

(b) A Negotiable instrument, dated 30th August, 1878, is 
made payable three months after date. The instrument 
is at maturity on the 3rd December, 1878. 

(c) A promissory note or bill of exchange, dated 31st August, 

^ 1878, is made payable three months after date. The 

instrument is at maturity on the 3rd December, 1878. 

Noting and Protesting ^According to local usage an inland 

bill is not required to be noted if it is dishonoured but a foreign 
bill is to be protested in case of its dishonour. 

Notice of Dishonour — ^If a bill of exchange is dishonoured the 
bill is to be returned to the customer who deposited it with the 
bank for collection. But if the banker becomes a holder of the 
bill for value, he should at once notify the customer of the dis- 
honour and demand repayment of the money. 

Some eight excellent pieces of advice have been given \vith 
regard to bills of exchange in Pitman’s Bills, Cheques and Notes: — 

1. Never draw or accept an accommodation bill, unless you 
are prepared to meet it whenever called upon. 

2. When a bill has been drawn by you, endeavour to secure 
its acceptance before negotiating it. 

3. Unless you are to be personally liable in the bill, take 
care that an 5 '- signature you place upon it, whether as 
drawer, acceptor, or endorser, shows clearly that you are 
signing in a representative capacity. 

4. Never endorse a bill without receiving value for it. 

5. Never discount a bill for a stranger. Be sure that you 
know the person from whom you receive a bill and take 
care tliat he endorses it. 

6. Examine the bill carefully. 
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7. If you are the holder, present the bill for acceptance, if 
it has not been accepted, and for pajunent at the proper 
time. If either acceptance or pajenent is refused, give 
notice at once to every endorser and to the drawer, so 
as to hold each and all liable for payment. 

8., Upon pajment of a biU take care that you get the docu- 
ment mto your own possession. 

Parties to a Bill . — ^The person giving the order in a bill is 
called the “drawer”. The person to whom the order is addressed 
is called the “drawee” and the person to whom or to whose order, 
the money is to be paid, is called the “payee”. When the drawee 
accepts the bill by writing his name across it, he becomes the 
“acceptor”. A bill may be negotiated like a cheque by endorse- 
ment. 

A “holder” of the bill is the person in actual or constructive 
possession of the bill and is entitled imder law to recover its con- 
tents from the parties to it. 

A “holder in due course” is a holder who has taken a bill, 
complete and regular on the face of it, before it was overdue, 
and without notice of dishonour and in good faith and for value, 
and without notice w-hen the bill was negotiated to him of any 
defect in the title of the person who negotiated it. 

A "referee in the case of need” is a person whose namd has 
been written on the bill by the drawer or an endorser and to whom 
the holder may resort in case of dishonour by non-acceptance or 
non-pajTnent. 

An “acceptor for honour” is the person not already liable on 
the bill who, with the Solder's consent, accepts it after protest for 
the honour of any party liable thereon, or for the honour of the 
person for whose account the bill is drawn. 

llhtstrations — •'Written across the bill like "accepted fof 
honour of A. Sd/B” ; maturity is calculated hrom the date of the 
noting for non-acccptance, and not from the date of the accept- 
ance for honour in England but in India it is calculated from the 
date of acceptance, 

A “payer for honour” is the person who paj’S a bill aftet 
protest for the honour of any party liable tlicrcon, or for the 
honour of the person for v%’hosc account the bill is drawn. 
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Date of Bill and Calculation of Due Dates 

; A bill may be ante-dated, Tf fte holdir 

The omission of a date does not inv _ Hvertence that date 

in good faith puts a mong date through inadvertence, that 

Mill be considered as the true date. 

men a bill is not payable 1 ^rstStefin the 

added to the period of payment, unless When a 

bill, and the bill is payable on the last date of ^ac • J 
bill is payable on a certain date fixed, no days gra 

“,„pte._When the last day ot 

January 1 and January 2 ^ todilTtvih be^ payable on the 

payable on the 3rd January but in , • Tn(jia 

30th December as 31st December is a holiday ^ 

The term ■'month" means a “?tace!ind June) 

payable at one month— 30th May an ays j. “sighted 

A biU payable after sight but sigttiug 

1st May, accepted 2nd May , ^ 

date and not from the r noting or protesting, 

protested, the period ^f°^uary or middle of February wU 

Bills payable in the middle of J ^ (15 + 3) including three 

mature on 18th January or 

days’ grace. Sunday, Christmas Day, Good 

When the last day of ^ ^ a.e pieced- 

Friday, i.e., any public bohd y, ^ 

ing day. But when in Eng a Friday) or when the 

holiday (other than Chre second day of grace is a 

last day of grace is \ J , „„ the succeeding business day. 

bank holiday, the bill distinction between bank holiday and 

But in India there is no su<:n j preceding business 

other holidays. Here the bill is pay 

day. __]\raterial alterations relate to alterations 

Material u payment, place of payment and where 

of date, amount, n generally the addition of a place of pay- 
a bill has been nccep« consent. Any material alteration of 

ment wtliont the ^o^scnt discharges those, who are no 

a bill witliout ‘ nol those, who are parties to it. 

parties to the a 
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Negotiation of Bills 

A fail! of exchange may be payable to order or to bearer. A 
bill payable to a specified person becomes payable to any one 
person at his order. A bill prohibiting its transfer becomes a non- 
negotiable instrument. A bill which becomes overdue can be 
negotiated subject to any defect in its title after maturity and in 
that case a person acquiring such an overdue bill cannot pass a 
better title than that which the person from whom he took it had. 
A transferor by delivery cannot escape liability if there is a prior 
forgery. 


Noting and Protesting 

A bUl is noted to create official evidence as to the dishonour 
of the instrument. In each case the bill is taken to the Notary 
Public, who represents it for payment and on refusal the bill is 
noted. Noting is a minute made on a dishonoured bill or on a 
slip of paper attached to the bill, by the notary public, containing 
the date of presentment, notary's charges, a reference to the 
notary’s register, and his initials. This noting is supported by a 
formal document bearing notary public’s seal attesting the fact that 
the bill has been dishonoured. The protest requires a copy of 
the bill, notary’s seal, the name of the person for whom the bill 
is protested, the place and date of protest, the cause or reason for 
protesting etc. 


Discounting of Bills 


Bill discounting is a lucrative source of investment fot a bank. 
The bank can be sure of the repajunent of the money on the 
maturiy- of the bill, which is usually drawn for a short period, 
and as such the bQIs constitute the liquid assets of a bank, which 
are convertible into cash within a short time. Besides this, the 
bills are free from fluctuations in prices, as compared with stock- 
exchange securities and provide a higher yield than advances or 
loans, as tlie bank, bj^ discounting, not only cams the discount 
and collection charges but also interest so long as the biUs Tcmain 
unpaid. Moreover, bill business brfnp the bank into contact irilh 
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a larger circle of clientele, who may then be persuaded to open 
their accounts with the bank for better facilities. 

The following precautionary measures should be adopted by 
a bank before discounting any biU; — 

1. The credit of the party whose bill is to be discounted must 
be ascertained to warrant safety. If tlie party is solvent 
and commands good credit, his proposal may be consider- 
ed. Once satisfied about tlie credit of tlie party, the 
credit, means and integrity of the acceptor or drawee 
should also be inquired into. 

2. The banker must then examine whether the bill is genuine 
and covers consignments of marketable goods. It is to 

. be distinguished from accommodation bills, wliich are not 

supported b}' any goods, and where the drawer and the 
drawee of the bills are the same parties. Accommodation 
bills should not be discounted for the sake of safety. 

3. The bill must be completed and must be free from defects. 

4. It is to be examined that tlie bills are properly stamped 
in conformity with the provisions of the Indian Stamp 
Act. Bills in India were previously required to be 
stamped -/2/- per thousand. 

Accommodation Bills 

The above type of bUls is of the nature of "kite-flying". Li 
most cases the drawer and the drawee happen to be the same parties. 
^^fllen the bill matures for payment, the drawer discounts another 
bill with the bank and sends the proceeds thereof by drafts or 
telegraphic transfers to the drawee, who on receipt thereof, honours 
that hill. In this manner, the operations continue unchecked in a 
circle, from one point to another, from one direction to another. 
On the failure of some firms it is later on detected that these cyclic 
Operations wont on unnoticed. If a party can enjoy credit from 
several banks, such kinds of "accommodation” operations or kite- 
flying can be carried on by him undetected for a considerably long 
time ; because he can easily meet his obligations ivith the bank 
credits. So a bank manager should exercise strict vigOance and 
shrewd alertness to find out the nature of such operations. He 
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should gather information from the market as to whether the 
drawer is really sending goods to the drawee in respect of the bills 
he purchases. 


Hawala Bills 

The above forms of bills are in vogue in Malabar. The word 
"hawala” means advice or information. These bills were like sight 
bills with this distinction that there is a note thereon stating that 
they w'ould be paid a week or a fortnight after date. Originally 
this was done to avoid stamp duty. But generally these bills 
degenerated into accommodation bills. Being “sight bills” they 
were not accepted and so the drawees did not incur any liability. 

Shroffi BaLs 

The above bills had usance for a period varying between two 
and six months and represented genuine credit operations. The 
shroff, while making advances to his borrower, would take from 
the latter a bill dra%vn in his favour, which he would endorse to 
the bank and obtain from it, in his turn, financial accommodation. 
Here the liability of the shroff rvill arise only in default of pay- 
ment by the borrower. The shroff here acts as a shock-absorber 
between the borrower and the banker. 

Points to be Examined 

1. Sight bills require no stamping, while usance bills are to 
be stamped according to law. 

2. Bills drawn in foreign countries and payable in India 
diould be stamped with Indian bill stamps as soon as 
they reach India. 

3, It is to be examined whether the bill complies with the 
provisions of the Hegotiable Instruments Act. If the 
wordings of the bill do not come within such definitioft of 
the bill as is given in the Negotiable Instruments Act, the 
holder may lose protection. 

4, It is to be examined whether the bill is dead or alive. 
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Hundis 

Hundis written in vernacular do not usually fall in the cate- 
gory of negotiable instruments and instead of being governed by 
the Negotiable Instruments Act, are rather governed by local 
usages, unless the writing thereon indicates an intention that the 
legal relations of the parties thereto should be governed by the 
Negotiable Instruments Act. They are of two kinds, viz., (a) the 
Shah Joghi hundis and (6) the Jokhmi hundis. 

Shah Joghi Hundis. — The Shah Joghi hundis are ordinarily 
drawn for the purpose of remittances. The drawee of the hundi 
is, in such a case, asked to pay it to a "Shah”, i.e., a respectable 
holder after making proper inquiry. It usually states the name of 
the persons on whose account the hundi is drawn. So long as the 
drawee makes payment of the hundi to the right person, he can 
recover the money from the drawer. But if payment is made by 
the drawee to a Shah who obtains the hundi by forged endorse- 
uient, the drawee remains liable to the true owner of the hundi 
{Madhabdas Jathashi vs. Dindas Vardass 1934, Bom. L. R. 929). 
But for all practical purposes a Shah Joghi hundi is treated as 
n negotiable instrument independently of the provisions of the 
i^egotiable Instruments Act. 

Jokhmi Hundi h. Jokhmi hundi is in the nature of a policy 

of insurance, with this difference that the money is paid before- 
hand, to be recovered if the ship is not lost. It is one kind of insur- 
ing the goods shipped. Here three parties are involved, namely, 
(e) the drawer, i.e., the shipper, (6) the hundiwala, i.e., the under- 
liVriter and (c) the malwala, i.e., the consignee. Here the consignor 
draws hundi on the consignee, i.e., malwala for the value of goods 
And sells them to the insurer for cash minus insurance premium. 
The hundiwala then presents the hundi to the malwala when the 
goods reach the destination safely. If the malwala or the con- 
signee refuses payment, the hundiwala has no recourse against 
the consignee but then has to take up the matter with the 
Consignor. If the ship is lost, the hundiwala has to bear the loss 
himself. 

Dhanijog. — Such a hundi is payable to any holder, i.e., the 
Dhani. 

Darshani and Nadappu vaddi Hundis. — These are sight hundis 

32 
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wiisch arc payable at sight and carry interest at the nadappu vadiU 
from the dale of f'rcientation, 

Mt('Jdais Ihindf Tni'i kind of hnndi is nol payable like a 

datshani hunch at sight but is pat’able according 16 usance or 
custom. Ilundis payable to order arc called Firmanpg Hondis. 

Paith. — ^Wiien the original hundi is lost, the duplicate that is 
ksued is called the “Paith''. 

LETTcns OF Credit 

A Letter of Credit is a document issued by a banker autlioris- 
ing the banker to whom it is addressed, to lionour the cheques of 
tlio person named in the document, to the e.xtenl of a certain sum 
stated in the letter and to charge the sums to the account of the 
grantor. The particulars of the chcquc.s or drafts honoured by 
the banker should have to be filled in on the back Of tlie letter of 
credit, so that it is possible to ascertain the extent of credit 
exhausted and the balance outstanding for further drawings. The 
letter of credit boars the period for v.-hich it is to remain in force, 
on tlie expiry' of which it lapses until it is otherivise extended bj’ 
the grantor. 

Clean and Documentary Letters of Cfcdii. — L letter of credit 
authorises tlie person, to whom it is addressed, to draw' bills accord- 
ing to terms on the bank issuing it and is supported by a promise 
on the part of the issuing banker to accept all bilis drawn up to 
the limit, \\Ticn tlie promise to accept is conditional on the 
receipt of the documents of title to goods, like bill of lading, "in- 
voice, insurance policy, it is called a documentary letter of credit. 
It is clean when it is unconditional and has no reference to the 
documents of title. 

Conditions of issuing such Letters : — 

(а) It is to be examined whether the proposal is based ort 

bona fide commercial transactions and also whether the 
party applying has good credit and reputation in the 
market. ' 

(б) Goods to be covered by the letter of credit should be 
easily marketable. Goods which have no ready' market 

. should be rejected for the sake of safety. 
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(c) Certain percentage varying from 30% to 10% is to be 
demanded as margin to cover the transaction. The 
margin is demanded usually according to the nature of 
the commodities and the credit of the parties. 

A Letlcr of Indication ser\>es the purpose of identification of 
the person carrying it. Tliercin the signature of the person named 
in the letter is attested bj' the issuing banker. 

Revocable and Irrevocable Credit — K revocable letter of 
credit is one which can be cancelled at any time by the issuing 
banker but he will be liable if tliat bill is negotiated before its 
cancellation. Irrevocable credit is one which cannot be cancelled 
before the expirj' of the period of its currency. 


Precautions to be Taken for Negotiating a Bill Under 
Letter of Credit 

1. It is to be satisfied that the letter of credit is genuine and 
bears the genuine signature of the issuing bank. A 
question may naturally arise in one’s mind as to how it is 
possible for a bank in India to ascertain the genuineness 
of tlic signature of the issuing bank, if the latter happens 
to be a foreign bank outside India. In such a case, the 
letter of credit when opened is sent to the foreign bank’s 
correspondent office in India which %vill certify its genuine- 
ness while forwarding it. 

2. That die currency of the letter has not expired is to be 
examined. 

3. The tenns and conditions of the letter of credit should be 
carefully examined and the bill will have to be negotiated 
in conformity with those terms and conditions. Other- 
wise the issuing bank will be exempted from any kind of 
liability. 

4. The identity of the part}' as indicated in the letter of credit 
will have to be established before, negotiation of the bill. 
Usually such transactions being negotiated through banks, 
the identity of the person can be ascertained from his 
banker. 
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5. negotiating a documentary bill, the baloker usually 
gets a letter of hypothecation signed by the parfy in the 
bank’s favour. On the strength of the letter of hypo-< 
thecation, the bank has the right to take possession of the 
goods covered by the bill, in default of pa3tment by the 
customer, and reimburse himself by selling those goods. 

6. A letter of credit is either clean or documentary. In the 
case of clean credit the above mentioned precautions are , 
sufficient for the purpose of negotiation. Examination of , 
documents under documentary credits is more compli- 
cated and one is to be very careful to safeguard one’s 
interest. 

Broadly speaking, the credits sBpulate submission of the ^ 
undemoted documents in case of shipments to foreign countries. 

1. Bill of Lading. ( 

2. Commercial Invoice. 

3. Certificates of origin and value. 

4. Insurance Policy or Certificate. 

Of these documents the bill of lading is the most important 
as it represents document of title to goods. So inspection of the’ 
documents should be thorough. The follorving points are to be 
borne in mind: 

Signature of the Shipping Co’s agents — cases of forged bill 
of lading have been reported and one is to be sure that the signature 
is 'genuine. Where it is not possible for the negotiating houses to 
keep specimen signatures of all the shipping agents in the port, 
one is to rely on the respectability of the partjf ■whose bill one 
negotiates. Of course, it is understood that the bankers opem'ng 
credit cannot shirk responsibility for payment on a forged bill of 
lading if it is otherwise in order. ^ 

I. A bill of lading should be made out strictly in accordance 
TOth the terms of the credit. If the letter of credit 
stipulates “on board” bill of lading which means that the 
goods have been actually loaded on board the steamer, one 
is to see that this clause appears somewhere in the bill of 
lading. Sometimes bills of lading are issued ■with the 
clause "Received for shipment etc. . .” and unless credit 
stipulates acceptance of such clauses, these bills of lading 
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cannot be accepted. The description of the goods must 
conform to the terms of letter of credit. Endorsement of 
this document is also to •be made in accordance with the 
1 letter of credit. 

2. Commercial invoices stating particulars of shipment and 
cost thereof according to the letter of credit, or marks 
and numbers of the packages should be the same as those 
mentioned in the bill of lading. If any other instructions 
are to be followed in terms of the letter of credit, it must 
be seen that they are complied \vith. 

3. Certificate of origin and value . — It is a form of declara- 
tion giving particulars of shipment and a certificate by an 
authorised person on behalf of the exporters as to the 
origin of the goods shipped. In accordance with customs 
regulation in some ports of destination, this certificate 
has to be countersigned by a recognised Chamber of 
Commerce. 

4. Policy of Insurance ^These are documents evidencing 

that the goods have been covered by insurance against 
possible risks in transit. Here also, the terms of letter 
of credit are the guiding factor. In case where the letter 
of credit does not stipulate any particular risk to be 
covered, it is the duty of the negotiating banker to see 
that the goods are covered against usual marine, nowadays 
war, risks. 

Revolving Credit If the credit is so worded that the amotmt 

for which it is available automatically reverts to the original 
amount, it is an instance of “revolving credit". Revolving credit 
roay be of different types, viz . — 

{d) Blank credit up to an rmlimited amount ; but this type 
is rare. 

(&) Such credit may be issued for an unlimited amount in 
total but with a stated limit to the amount of drafts that 
may remain outstanding. In such a case, a letter of 
credit is opened for a stated amount, saj' Rs. 10,000/- 
outstanding at any time. This means that draffs may 
be negotiated at a time up to Rs. 10,000/- but that 
amount is automatically reinstated as soon as the 
negotiated draft is paid. 
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(c) It may be for an unlimited amount but subject to sucb 
restriction of amount which may be drawn at any one 
time. 

(<f) Another form of revolving credit is for a limited amount 
which can be drawn Avithin a given period, but is utilised 
up to the stipulated limit during the given period ; further 
drawings are not permissible until the new period begins. 
"A revohdng credit is one for a certain sum which is 
automatically renewed by putting on at the bottom that ' 
which is taken off at the top." 

Circular Letters of Credit . — Circular letters of credit are 
usualty intended for the use of the travellers and tourists who 
require money in different parts of the globe they intend to visit. 
Such letters may be of two kinds, viz., (a) traveller's letters of 
credit, and (6) guarantee letters of credit. A traveller's letter of 
credit carries the instructions of the issuing bank to its correspon- 
dent to pay the beneficiary's draft up to a stipulated amount, 
which win be debited to the customer’s account and which the 
issuing bank undertakes and honours on presentation. \Miile issu- 
ing a guarantee letter of credit, the bank scemres a gnarantec for 
reimbursement at an agreed rate of interest or insists on some 
security against the credit. 
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BANIC ADVANCES 

Tjie quality of a banker’s advances determines largely the sound- 
ness or otherwuse of the bank. Safety, liquidity and profitability 
are the three primary considerations for a banker to formulate 
his advances policy. The fundamental principle of commercial 
banking is not to lock up funds for a long time, since the deposits 
of the bank are repayable on demand or \vithin a specified period. 
So the advances of the bank must be made against such kinds 
of securities as are realisable quickly. SufiScient prudence is, 
therefore, to be exercised in selecting the right types of securities 
and the success of a banker lies, in a great measure, in making 
the right choice of assets. While making any advance a banker 
is to satisfy himself, apart from the consideration of the safety 
of the assets, of the borrower's respectability, business integrity 
and credirivorthiness. Besides this, he is to ascertain the purpose 
of the advance applied for and also the source from which it is 
sought to be repaid. 

The borrowing powers of the applicant must have to be care- 
fully examined and scrutinised to the bank's satisfaction. If the 
applicant is a joint-stock company, the Memorandum and Articles 
of Association, as amended up-to-date and properly certified, iVili 
have to be examined and the Board’s resolution obtained. If the 
borrower happens to be a partnership firm, a partnership declara- 
tion should be signed by all the partners and delivered to the bank. 
In the case of advances to the joint Hindu family, it is to be 
remembered that the 'karta' of the family is alone competent to 
borrow for family necessity. Advances to Trustees, E.\-ecutors, 
Clubs or Associations should be avoided as far as practicable. No 
advances should be made to minors, who have no contractual capa- 
city. Likewise no advances should be made to an agent on 
account of a principal without being satisfied as to the former’s 
power-of-attomey and restrictions, if any. 

mile making advances, readily marketable securities should 
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be accepted and specially those which do not entail any violent 
fluctuations in their value. Then proper margin should be kept 
as safety cover. Next, it is of imjxsrtance for a banker to sefe that 
the security belongs to the borrower who must have absolute right 
to pledge it. To enforce the right of sale, he is to get from the 
borrower signed Letter of Lien, Letter of Continuity and other 
such documents. A banker should bear in mind that advances 
should be diversified as far as possible to avoid risk. 

Advances Against Government Securities 


Government securities may take any of the following forms; 

(1) Inscribed stock. 

(2) Bearer Bonds. 

(3) Promissory Notes. 

An "Inscribed Stock" is so called as the name of the stock- 
holder is inscribed or recorded in the register kept in the Public 
Debt Office. Wfliere stock is held in this form, the owner is given 
a certificate to the effect that he has been registered as the pro- 
prieior of a certain amount of Government stock. This is known 
as a Stock certificate. The title to this stock does not pass by 
endorsement. It pas^S only when accompanied by a transfer 
deed duly executed. vnThe execution of such transfer deeds does 
not involve any stamp duty and copies of such deeds are obtain- 
able from the Public Debt Office. Another advantage of this 
form of stock is that interest is paid on warrants which are made 
payable at whatever Treasury or Sub-Treasury the owner of the 
stock desires without the production of the relative stock 
certificates. 

V-BCarer Bonds are payable to bearer and their mere possession 
constitutes ownership like currency notes. Those bonds are trans- 
ferable by mere delivery This form of security suffers from a 
fundamental defect in that their loss deprives the owner of any 
right or title to it. 

A banker is very often approached for granting advances on 
the security of Government Promissory Notes'^ From the stand- ' 
point of safety and hquidity, advances against such Government 
roraissory Notes are unquestionable. To regularise the advances 
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against Government securities some of tlie following measures are 
“ to be taken by a banker; 

{a) It is to be examined at what place the interests of the 
Government Promissory Notes arc payable. After 
ascertiiining that place, care should be takenyo send those 
securities to the Public Debt Office of that area for the 
purpose of renewal in the bank's name; A renewal fee 
of Re. 1/- is paj'able (o the Public Debt Office 'in this 
connection. After the Government Promissory Notes are 
received back duly renewed in the bank's name, the 
advance should then be made. But as customers do not 
prefer to wait till renewal of tlie Government Promissorj' 

' Notes, a banker is to resort to tlie alternative procedure. 
In such a case he sends the Government Promissory Notes 
. to the Public Debt Office for the placing of the sale-pov.er- 
, stamp by the Public Debt Office on tlie endorsement-cage 
on payment of Rs. 2/. If the Public Debt Office find 
the endorsements in order, they put the salc-powcr-stamp, 
wlfictT'sTgntnes^iaTRic't^ Promissory Notes will 

be renewed in the endorsee's name in due course without 
, diflrcuUy. 

If^is held that once the Government Promissory 
/ Notes are renewed m the name of the endorsee, the latter 
will have an undisputed claim and title to those notes. 
But the Privy Council decision in Secretary of State for 
India vs. Bank of India has upset this common belief, as 
it has been decided in that case that the endorsee ivill not 
have a better claim, even if the note is endorsed in his 
name, if it subsequently transpires that certain fraud took 
place in previous endorsements. But still the banker can- 
not claim better protection e.xcept by getting the notes 
renewed in his name.^ 

{b) A certain percentage varying from 20% to 10% of the 
market value of those Government Promissory Notes is 
usually kept as margin against any short-fall that is likely 
to arise from fluctuations in the value of thoSe securities. 

(c) It is the usual practice of the market that at least two 
cages in the Government Promissory Notes should be left, 
blank. Accordingly, a banker should see that at least there 
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are tvNO cages left in the Government Promissory ^^lotes 
when offered as securities. - 

e 

>4£0 WTien Government Promissory Notes are offered as 
securities limited companies, a banker should see that 
the Notes are endorsed by persons having authority" to do 
so supported by the proper resolution of the Board and 
that authority should have to be registered in the boolcs\^ 
of the Public Debt Office to facilitate the quick renewal./ 
Further, a declaration in the following form should be 
taken from the appropriate authority so that the title of 
the bank may not be challenged by others. 

Declaration of Ownership of Securities 

I /We do hereby declare that the securities mentioned here- 
under, which we have lodged with you as security for advances 
being made or to be made to us bj' (Name of the borrower) 
absolutely belong to me /us and no other person has any claim, 
title or interest therein. 

Schedule of securities 
with particulars. 

Signature of the Borrower. 

Advances Against Shares and Debentures 

It is the policy of every bank to make advances against those 
shares only, which are in the bank's approved list. 'Those shares 
are selected after taking into consideration how far they are free 
from fluctuations in price, non-speculative in character and divi- 
dend-paydng, A margin varying between 50% and 40% of the 
market value is kept and a banker constantly watches the market- 
quotations to guard against any fail in the stipulafed margin. Partly- 
' paid shares should not be accepted as a rule, because in that case 
the lending banker wmuld have to incur the additional liability to 
pay up the further calls when made. Shares of private limited 
companies should be avoided because of the usual hindrances in 
their transferability. lAffien a single share certificate covers large 
blocks of shares, the banker should examine its genuineness as 
a precautionary measure against attempts at fraud’ by the chang- 
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irig of numbers with the help of chemicals. For's3et5''s sake, the 
bank will do well to get the shares, against which advances have 
been made, registered in its own name in the books of the company. 
The transfe.deed should be completed with care and properly 
witnessed.^'bhares standing in the names of third parties, should 
not, as a rule, be accepted as securities in view of the legal complica- 
tions involved, as in that case it would really amount to a virtual 
repledge of shares. The risk which a bank has to face in such 
a case was brought out in the case of Benares Bank Ltd., vs. Prem 
& Co., in the Allahabad High Court. WTierever possible, the banker 
should obtain a properly stamped Memorandum of deposit of 
shares. V f 

\/There are occasions when a banker is to accept a blank transfer. 
Such blank transfers are fraught with certain risks. In Abdul 
Vahed Abdul Karim vs. Husanali Ghasia it has been laid down 
that the registered owner of shares by handing over share certificates 
with a blank transfer duly signed by him to another person, does 
not represent to the world that such a person is entitled to deal 
wth the shares and therefore a bona fide purchaser from such a 
person does not acquire a good title to such shares. It is for this 
reason that the banker insists upon the production of the broker’s 
bills in support of the shares, intended to be pledged as securities, 
so that if any defect in title to those shares is detected, the money 
' can be recoverable from the brokers from whom those shares were 
purchased. Brokers here act as a second line of defence.'/ 

It often happens that the parties take delivery of shares directly ' 
from their brokers, who release those shares against cheques in 
anticipation of realisation together with the broker’s bills discharged. 
Those who are unscrupulous and know full well' that their cheques 
will not be honoured, taking advantage of such a situation, may 
like to pledge those shares with the bank, with a mischievous intent 
and obtain accommodation thereagainst from the bank, which might 
apparently consider the transaction regular on this assumption that 
the brokers are to deliver shares only when they receive pajunent 
and as such the bank cannot suspect any irregularity. The cheques, 
against which the shares were delivered, having been dishonoured, 
the brokers exercised vendor s lien on those shares for non-payment 
and claimed such securities from the bank. In some cases the bank 
had to part with those shares even though pledged with it as 
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seciirities. So the bank should use the utmost caution in siich 
dealings. Preferably such dealings should be restricted to 
borrowers of unimpeachable credit only and to those whose honesty 
is unquestionable. Sometimes a bank is requested to discount bills 
covering delivery of shares on brokers. If such a proposal is 
entertained at all, the brokers commanding good credit in the 
mmkrn'^should alone be selected. 

is to be remembered that the deposit of share scrips with 
blank transfer confers upon a banker an equitable title to those 
securities, which may be defeated by prior equitable or subsequent 
legal title. A bank acquires equitable title to shares under the 
following circumstances ; 

1. By deposit of securities. 

2. By deposit of securities ivith a Memorandum. 

3. By deposit of securities with blank transfer. 

4. By deposit of securities and execution of special power- 
of-attomey in favour of the banker authorising him to sell 
them in default in payment of the advance made to them. 

In order to have an undisputed titl4, the bank must have the 
shares transferred in its own namef^ Thereby the bank gets the 
following advantages; 

1. The bank will be free from any fear of a prior charge upon 
those shares. 

2. In case the transferor has no right to pledge the shares, 

the company’s notice of transfer, sent to the name and 
address of the registered shareholder, will usually cause the 
rightful o\vner to make inquiries which may bring to light 
any possible fraud. , 

There are disadvantages also of the shares being transferred 
in the bank's name or the names of its nominees. If the shares are 
partly paid-up, the bank may be liable to pay up the further calls 
if made. The procedure of registration is costly. Stamp charges 
and registration fees are to be incurred both on transfer and 
retransfer when the advance is made and repaid. It is not an 
absolute guarantee against fraud on the part of the pledger. If 
the bank’s nominees die, it may involve much delay and trouble 
in getting the shares retransferred in the names of the bank’s new 
nominees. The practice of having the shares transferred to The 
bank’s nominess has been replaced, of late, by that of getting the 
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^shares transferred into the names of nominee companies, incorporat- 
ed principally for the purpose of such holding. This has an obvious 
advantage in that a company never dies. tVhen a bank is to take 
any legal action in respect of securities held in the name of its 
nominee company, it is to be started in the name of the nominee 
comp^any. 

\The’ advantages of taking security in the form of deposit of 
shares accompanied by a memorandum are as follows : " 

(a) It saves trouble if the advance is for a short period. If 
otherwise shares are held in the name of the bank or 
names of its nominees, they may have to be retransferred 
when the advance is repaid. 

(b) Stamp duty on transfers is saved. 

(c) Some restriction is usually placed on the transfer of the 
shares of private compam'es or the customer may be a 
director and as such be required to have a certain holding 

1 qualification when it may not be advisable to have the 

shares taken out of his name. 

The chief risk in taking an equitable mortgage lies in the 
banker’s equitable title being postponed to a prior equitable title, 
such as, trust. There are other drawbacks of such advances. For 
example, when the question of sale arises and the borrower fails to 
keep his undertaking to execute a transfer, the banker is faced with 
the costly and lengthy process of approaching the court for an order 
for sale. This difficulty is, however, obviated by taking a ^aiffi 
transfer. '‘• 

A blank transfer is one where some material particulars regard- 
ing the transferee axe lacking. The idea of taking a blank transfer 
is that if it so becomes necessary, the blanks may be filled in at a 
later date when the transfer will operate as a valid document. But 
this is permissible only in those cases where the mode for transfer 
is permitted to be by %vriting imder hand. There are certain 
companies, however, whose articles lay down that tlieir transfers 
must be by deed only. In such cases, since a deed to be valid 
must be complete at the time of delivery, a blank transfer isliseless 
and should not be accepted. There is another risk in making 
advances against untransferred shares. There is the possibility of 
the customer obtaining a fresh certificate from the company by 
representing that he has lost the original certificates. In that case an 
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unscnipuioiis borrower may be sclHng llic duplicate scrips issued 
by tlic company leaving the bank in diSicuUy when the latter comes 
to reidise his security. 

banker may, however, insure against the above risks by 
/Serving a notice o£ Hen on the compani*" while taking untransferred 
1 shares a.s security. If a notice of lien is ser%'cd, the banker uili 
secure priority over any future advances the company make 
to the shareholder, and secondly, it will prevent any fraudulent 
dealing witir the share on the part of the holder. In Bradford 
Banking Co. vs. Biggs, where according to the Articles of Associa* 
tion of a limited company, the company was to have its first and 
paramount lien on its shares for non-payment of calls, etc. and 
where a shareholder had pledged his shares against a loan by 
deposit of share scrip and blank transfer with the bank and tlie bank 
had given riuc notice of snch deposit to the company issuing those 
shares and the shareholder became subsequently indebted to the 
company, it %vas held that the company ha\dng notice of the deposit 
of the share scrip with the bank could not enforce its lien for the 
debt incurred subsequent to the notice. Even though some of the 
companies do not take any notice of such communication, it ts 
adrisable shll to send such notice preferably under registered post 
in duplicate. Although the companies which reserv'c the right to 
exercise lien on their shares send back the notice, they, as a matter 
of practice, take note of the bank's charge elsewhere, and if a trans- 
fer is subsequently lodged by some one other than the bank, they 
usually inform the bank when the latter may, bjf injunction, restrain 
the shareholder concerned from fraudulently dealing with the shares. 
Similarly, when the shares are released, the notice withdrawing the 
bank’s charge on them may be sent to the company concerned- ^ 
^A-^nker can safeguard his interest by serving a notice m 
lieu of DistringasI^^The object of such notice is tliat a person 
having an equitable interest in certain shares may prevent the 
registered shareholder from dealing with these shares in an adverse 
way. The claimant may move the court to issue a notice in heu 
of Distringas. In terms of this notice, the company will be called' 
upon to refrain from registering the transfer of shares or from paying 
dividends on the same to tlie registered shareholder without, in the 
first instance, notifying the claimant of the proposed registrahon 
or payment of dividend. The company, when it intends to deal 
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mlh Ihe shares in any way. will give eight days’ notice of its 
intention to the claimant and if the latter does not take such steps 
as he considers necessarj' to protect Ids interest as, for instance, 
obtaining an injunction of the Court, tlic Distringas \vill cease to 
operate and the company may lawfully proceed to carry out the 
shareholder’s request for transfer of tlie shares and payment of the 
dividend. In practice, such a coumc is not adopted unless tlie bank 
has obtained a judgment or is about to sue the borrower or has 
reason to think that he will try to dispose of the shares and misapply 
tlje grounds. 

^^Shares standing in the names of third parties should not, as 
a rule, be taken as security unless accompanied by an appropriate 
letter from the third partj^ agreeing to the shares being pledged to 
the bank and giving his own rights and interest in favour of the 
borrower. In this letter the tlurd party should expressly declare 
that he has relinquished his right, interest, title or claim of any 
kind over the shares in question and that they have been handed 
over to the borrower with blank transfer as and by way of sale. 
As a rule, the banker should insist on tire borrower getting the 
’shares transferred to his name or to the bank’s name. The bank 
should take care not to accept shares standing in the names of 

minors as security for advances. 

Advances against the repledge of shares are risky and should 
be avoided as far as practicable, 

Debentures , 

Simple debentures are those where no security is given for 

payment of interest or repajunent of the principal. 

Mortgage debentures arc those which are secured on the 
company^ property giving a charge upon the whole or a part of 

the assets . 

Bearer debentures are those payable to bearer rvith or without 
■power for the borrower to have them placed on a register or to 
have them at an}' time wthdrawn from it. These are transferable 

by delivery. , 

Reeistered debentures are payable to a registered holder. Any 

transfer of these must be re^stered with the company, ilortgag® 
debentures may create a fixed or floating charge. The fi-xed charge 
creates a mortgage on some specific property of the company in 
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favour of the debenture holders. Tlus is usually done by a -Trust 
deed by which a specific part of the property vests in trustees, 

A floating charge means that the holder of the debenture has 
a right to be paid out of the assets of the company and the property 
mortgaged comprises freeholds, leaseholds such as stock, book 
debts, etc, A floating charge attaches to the assets in the varjung 
condition they may happen to be from time to time and remains 
dormant so long as the company is a going concern and so long as 
the charge does not become fixed. 

A specific charge is one that without move fastens on ascertain- 
ed and specific property or properties capable of being ascertained 
and defined ; a floating charge on the other hand is ambulatory, 
shifting in its nature hovering over and so to speak, floating rvith 
the property which it is intended to affect until some event occurs or 
some act is done which causes it to settle and fasten on the subject 
of charge within its reach and grasp. The floating charge becomes 
fixed when the company defaults in paying interest or goes into 
liquidation. 

Debentures are better than shares as they generally create a 
charge on some of the assets of the company and, in any case, 
will rank before the shares at the time of distribution of assets in 
the event of the company's liquidation. Their yield being fixed, 
they are less liable to fluctuations in price than shares. It 
is necessary to see that the company has pow'er by its memorandum 
and articles of association to issue debentures and that such power 
has not been exceeded. It is also necessary to see how these 
debentures are secured. Where a debenture is offered as a security, 
the deeds of property should be deposited with the banker along 
with the debenture. Otherwise an equitable mortgage without 
notice of the debenture might obtain priority. In such cases a 
bank usually takes two documents, viz., the debenture itself and a 
form of agreement which is supplemental to the debenture and 
is executed by the company at the same time. The agreement 
links up to the debenture with the bank’s advance and sets out the 
particulars of the arrangement as between the company and the 
bank vis-a-vis the debenture. It is, however, unusual for a bank 
to sell the compan3'’s debenture on which it has advanced money. 
More often than not, the lending bank enforces his remedy by 
the appointment of a receiver under the debenture trust deed and 
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it is tlie receiver Avho sells the undertaking either piecemeal or as, 
a whole. 

There are two t)rpcs of dchcnturcs, viz., fixed sum debentures 
and 'all money' delicnturcs. A fixed sura debenture will cither 
be a single investment or a series of debentures making up the 
total sum lent. The advantage of tins type over an 'all money’ 
■debenture is said to be that it would be possible to sell the debenture 
■ns opposed to selling the assets charged thereunder. It is considered 
that with a fixed sum debenture it might be looked upon as an 
investment by the bank, thus limiting the bank’s right to that of an 
ordinary’ debenture-holder. 

An ‘all money’ debenture probably appeals more to a company 
than a fixed debenture plus a memorandum of agreement. It is 
not capable of sale and hence the company knows that if can have 
only the bank to reckon with. Tlren the registration of a fixed 
sum debenture means publishing a figure which may never be read 
with deterimcntal effect on the company’s creditors. The registra- 
tion of 'all money’ debenture issued to the bank leaves the general 
body of the company’s creditors guessing. It is probably less 
detrimental to credit dian tlic registration of particulars of a deben- 
ture for a fixed amount. Another advantage of a debenture for 'all 
moneys’ due an^ owing is that if the company's business expands 
or warrants an' increased limit for advances by the bank there is 
no occasion for/ii'* fresh agreement or 'further issue of debentures 
AH that is nece.ssaiy is to increa.se the stamp duty on the exisring 
debenture, chock the borrowing power of the company and obtain 
a proper resolution covering the increased advances. When there 
is a debenture for a fixed amount, further debenture and agreement 
are required to provide for further advances. The following 
points should be remembered in connection with advances against 
debentures; — 

1 (a) Arc tlie debentures issued at a discount or at par? 

(6) Is the interest 'either normal or excessive? Both these 
w’ill indicate the credit of the concern. 

2. The date of the redemption of debentures. 

3. (a) ViHiat are the assets charged and does their value afford 
sufficient cover and leave a reasonable margin beside? The extent 
of cover afforded to debentures can be estimated by taking into 
account the assets charged. 


83 



514 FUNDAMENTAI^ OF BANKING THEORY AND PRACTICE 

(6) WTiat is the nature of the charge — fixed or floating? 

(c) Are there prior issues? Where a series* of debentores 
exists each rank in the order of its issue and it is obvious that the 
value of the secunty will be diminishing TOth each further issue. 
The rank will be indicated on the balance sheet t.e. 1st mortgage, 
2nd mortgage, etc. 

(d) Is there a collateral issue? 

(e) Is there any uncalled share capital and is it charged? 

4. (a) Are there any arrears of debenture interest and are they 

brought into account on the balance sheet? 

(6) What are the prospects of regular payment? A fairly 
accurate estimate can be made of these by reference to a record 
of these payments in the past, the means and standing of the firm 
as disclosed by its working capital and if during the period in 
which regular payments were affected business was normal. 

0 . Are funds being accumulated periodically and invested 
outside the business to ensure redemption in the normal course? 
This can be judged by referring to the specific investments in' the 
balance sheet, generally the Redemption Reserve Fund Investment 
Account. 


Advances Against Life Policies 

J. W. Gilbert in his “The Logic of Banking” advises that a 
banker should never make advances upon life policies. The 
reasons for the unpopularity of such advances are given below: 

1. A non-disclosure of a material fact to the insurance com- 
pany may vitiate the contract of the life policy and as a 
result, the security of the bank is likely to be prejudiced. 
To remove its defect section 45 of the Insurance Act, 1938, 
provides that no insurance policy shall be disputed after 
it has been in force for two years from the date of the 
policy or on the ground of any*^ misrepresentation alleged 
to have been made to defraud the company. 

2. The policy may lapse owing to the failure of the policy- 
holder to pay premiums in time. So the banker is to sec 
that the policy is kept alive. 

3. The law relating to priority of assignments is unsatis- 
factory. In India priority of assigmnent is determined not 
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by the date of the registration of the assignment but by 
the actual date of the assignment. So a policy-holder 
should give such a declaration to the banker that a policy 
is free from any prior charge or encumbrances. 

4. Complications in payment of the policy may arise in case 
of suicide. 

5. Any person may effect a policy provided he has an insur- 
able interest in the life to be insured. Absence of insurable 
interest will make the policy void. There is much dispute 
as to who can have insurable interest and it may compli- 
cate the issue and so affect the security. 

Precautionary Measures to be Adopted 


The following precautionary measures should be adopted by a 
banker while making advances on the security of life policies: — 

1. Only the policies issued by the companies of undoubted 
integrity and solvency should be accepted. 

Endo^vment policies having a fixed maturity should be 
accepted in preference to ‘whole life policies’. 

3. The banker should be satisfied that there exists an insur- 
able interest in the life of the assured. 


4. The policy much accrue surrender-value and the banker 
should not advance more than 80% to 90% of the 
surrender-value . 

■^f^The policy should be assigned by the assured in favour of 
the bank and the assignment thereof should be registered 
in the books of the company along with a notice of assign- 
ment, supported by a fee of Re. 1 as provided in section 
38 of the Insurance Act in India. 


6 . 

/ 


It is to be examined by the banker that the age is admitted 
by the, Company so that no delay may arise while making 
payment of the policy when due. 

The banker should always see that the policy does not 
lapse by non-payment of premia. In fact, he should insist 
on the latest premium receipts being surrendered to him 
so that he may ascertain whether the policy is in force or 
not. 
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i-.8,-~Advances should not be made against industrial, 
educational policies or short-time policies or policies issued 
before the 1st July, 1939 or under section 6 of the Married 
Women’s Property Act, 1874. 

Advances Ag.ainst Isimovable Properties 

Ad%'ances against immovable properties involve many legal ' 
formalities and are not favoured by ordinary commercial banhs. 
Such advances should be made only to parties whose capacity for 
prompt repayment is undoubted. Preferably monthly or quarterly 
instalments should be stipulated for repayment of the advance and 
the advance should not be allowed to remain outstanding for mote 
than one year or so. 

While granting advances against properties to a Hindu 
constituent, it is to be ascertained whether the advance is tq be 
made to him in his individual capacity or as the 'karta’ of a joint 
Hindu family. If it is to be made in the individual capacity, a 
declaration should be taken as to whether the property is self- 
acquired or ancestral. As according to the 'Mitakshara' law of 
inheritance everj'^ co-parcener of a joint Hindu-family has the right 
to mortgage his own undivided’ share in the property, which is 
liable to changes by reason of birth or death, advances should never 
be made against a member’s undivided share in the joint family 
property. If the advance is to be made to the ’karta’ of the family, 
the legal necessity for the advance is to be proved beyond doubt. 
.A.dvances should never be made against a property of which the 
borrower is a part-owner, for it is so difficult to partition the property 
and enforce specific securitj-. 

A stamped declaration of absolute ownership, verified by’ an 
independent enquir)', should bo obtained from the borrower affirm- 
ing that tlic property is free from encumbrances, litigation, adverse 
daims and has not been served rvith any notice by the municipality 
and the like for acquisition, encroachment or repairs. 

If the property Is lease-hold, the total period of the lease and 
the unc.vpired period should be ascertained. As the date of c.vpiry 
of the lease approaches, the value of the property fends to diminish. 

Tl>c terms of the lease should be candulty studied. Sometime? 
th-- re remain certain clauses which require the condition of obtainifg 
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prior consent of the lessor to effect any transfer. The bank should 
see that in suclj a case the vritten permission of the lessor is taken. 
Receipts for payment of ground rent and other such charges should 
be examined and kept in files. 

The property should be valued by a competent surv'eyor and 
an adequate margin should be kept against the advance. The 
situation, nature of the locality and current price of adjoining 
properties should also be taken into consideration. Tlie property 
should be kept insured against all risks. 

The title of the borrower to tlie property should have to be 
established beyond dispute before a banker accepts such property 
as a security for advance. It is necessary to make a search in the 
Registration office to find out whether there was any prior charge. 
In the case of investigation of title the banker should make certain 
that the receipts or discharges endorsed on the prior mortgage deeds 
relating to the property are duly registered, for unregistered dis- 
charges are not readily recognised by courts. 

Advances against immovable properties may be made either 
in the form of a legal mortgage or an equitable mortgage by deposit 
of title deed. Equitable mortgage is permissible only in some 
specified towns. In such a case of equitable mortgage a letter on 
the following lines should be taken from the borrower: 

"I have deposited the title deed of my premises with 

an intent to create security against my overdraft account with 

the Bank.” 

And the deposit of title deed should be recorded in the bank’s 
Security Register. An equitable mortgage of a propertj' outside 
the specified towns is possible by the delivery of its title deed to 
the bank in a tovm, where equitable mortgage is permissible. 

The following precautions should be taken by a banker in 
respect of advances against immovable properties: 

(a) Advances should be made against properties, if so required 
for genuine trade purposes, after the banker is satisfied that the 
borrower is capable of repaying his dues within a reasonable time, 
say, one year. 

(b) As far as possible it should be stipulated that the advance 
should be repaid b}"^ regular monthly or quarterly instalments and 
care should be taken to see that the instalments are regularly paid 
without default or postponement. 
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(c) It is necessary to make sure that the intending mortgagor 
is a person of full age and that he is legally entitled to dispose of 
the property. 

{d) The advance must of necessity be restricted to the mort- 
gage value of the property which ma5' usually be placed at one-third 
of the sale value of the property, 

(e) If a property is of a specialised character and the bamker 
cannot be satisfied that the mortgage could readily be arranged 
with the result that any adr'ance could not readily be liquidated, 
then there would be a violation of one of the canons of sound 
banking and the advance should not be made. 

Besides an equitable mortgage there may be a legal mortgage- 
A legal mortgage gives the banker rights against a property itself 
quite apart from any personal action against the borrower. The 
banker gets what is called a legal estate in the property and acquires 
all rights and remedies .which can for the most part be exercised 
on his own without seeking the intervention of the court. An 
equitable mortgage however does not offer such a right. It only 
gives a personal right against its owmer, a right to participate in the 
proceeds of the property when sold and a right to enforce the claim 
by invoking the aid of a law court. Further, should any liability 
attach to the property charged, the legal mortgagee may become 
responsible for due performance whereas an equitable mortgagee 
would escape such liability. Finally, an equitable mortgage on 
redemption needs no reconveyance to the mortgagor while a legal 
mortgage remains after redemption as a definite link in the chain 
of title and must be discharged by the giving of a receipt for the 
mortgage money usually on the back of the form of mortgage to 
extinguish the mortgage term. 

A simple mortgage represents a transaction in which the 
mortgagor without delivering possession of the mortgaged property 
m s himself personally to pay the mortgage money and agrees 
expressly or impliedly that in the event of his failure to paj 
according to the terms of contract the mortgagee shall have a right 
to cause the mortgaged property to be sold and the proceeds of 
s e applied in payment of the mortgage money. Here sale cannot 
made without the order of the court. So in order to enforce his 
^v.unty a banker would in such cases have first to get a decree 
irecting sale of the mortgaged property. A simple mortgage ‘must 
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“ invariably be registered whatever be the value of the property. 
The reason is that, a simple mortgage amounts to sale of an 
intangible right to immovable property to the mortgagee and the 
sale of intangible property requires registration even if the value 
is below Rs. 100. A banker in such cases does not acquire his 
right of foreclosure. 

A mortgage by conditional sale represents a transaction in 
which the mortgagor sells a mortgaged property on the conditions 
mentioned below; 

(a) that in default of pa 3 rment of the mortgage money on 
a certain date the sale becomes absolute but (6) on such payment 
being made the same shall become void and (c) the buyer shall 
reconvey the property to the seller. In this form of mortgage 
delivery of possession is not made to the mortgagee and the property 
remains with the mortgagor. 

Again there is no personal liability on the part of the mortgagor 
to pay the debt as in simple mortgage. The essential characteristic 
of this form of mortgage is that on default of the payment, the 
transaction is closed and the property becomes the absolute property 
of the mortgagee. 

In a usufructuary mortgage, the mortgagor delivers possession 
of the mortgaged property to the mortgagee and authorises him to 
have such possession until payment of the mortgage money and 
to receive the rents and profits accrued from the property with a 
view to appropriating them in payment of the mortgage money. 
Where the mortgagor fails to deliver possession to the mortgagee 
there is no usufructuary mortgage. 

The essential ingredients of an English mortgage are as 
follows ; — 

(i) The mortgagor should bind himself to repay the mortgage 
money on a certain date. 

(ii) The property mortgaged should be absolutely transferred 
to the mortgagee. 

(iii) Such absolute transfer should be made subject to the 
proviso that the mortgagee will rcconVey the property to the mort- 
gagor upon pa 3 unent by him of the mortgage money on the fixed 
date. 

Both ' in a simple mortgage ' and English mortgage the 
mortgagor incurs a personal liability to repay and the mortgagee 
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can sue for realisation of his dues eifer by ^ale 
property or by personal case the property 

from an English mortgage mortgagee but in a simple 

charged is transferred abso u e y the property- 

mortgage on^y ° Moreover," an English mortgagee has 

remains with the mortgage . f „ nt the court but a simple 

the right to sell without the intervention of the court DU 

mortgagee has not. 

Advances Against Goods 

In earlier times advances against the ^ll^ s4h 

godown were not looked upon free 

advances have attained much popu seasonal character, 

from risks. As most of these f standpoint as 
they are recommended as safe from & 
xvell. Besides this, such advances facilitate the flou ot tra 

^“h Xldl^ci possess certain advantage. 

are not always free from risks. To make vigikncc. 

specialEed knowledge, wide expenence and for a 

Moreover, goods have certain inherent defects ^ ^ ^ 

banker. Firstly, storage of such goods. are 

country like India, is a big problem, inasmuch as tlr ^ 
stored mostly in village hats, pits arid kuccha go ov ^ 

in loose condition and sometimes m bags. 

difficulty of an accurate verification ^ different 

to multiplicity of weights and measures of units of 

parts of the country. Thirdly, produce is no pourihly, 

properly graded and is not always of a uniform produ4 

there is a lack of organised markets in India, w nrices 

can be disposed of at short notice. Fifthly, 

depend not merely on^ demand and sup^"- the4untry- 

marketing fadlities, which are so much restnc e Tirecautionary 

side. Sixthly, the bankem are to adopt extra P . 

> measures for the protection of the cominodities agains 

in qua]it\f and quantitjf, fire, theft, etc. made 

In ^pite oMhese difficulties, ffie Indian banks ba'^ 
godown-advances an important part of their usiness 
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handled such advances, in most cases, in a safe manner. As 
' Regards the selection of the commodities against which advances 
are sought to be made, a banker is to make enquiry about the 
purpose and period of advance, and is to satisfy himself of the 
easy marketability of the commodities. The 'easy saleability of the 
products in the open market and the steadiness of the demand for 
those products are essential considerations for a banker, which 
will largely influence his decision to fix the margin. It is needless 
to say that the business integrity, honesty and credit of the intend- 
ing borrower are decisive factors for the grant of an advance. 

After the banker takes a decision to make advances against 
goods on weighing different considerations, he will first of all take 
possession of the goods. Since storage facilities are not v/ell- 
organised in India in the absence of proper warehouses a banker 
is to arrange for their storage, with such modifications and adjust- 
ments as are feasible in' the existing circumstances. Usually, the 
raw agricultural produce is stored loose in the first instance. 
Produce like paddy, wheat, etc. is sometimes stored underground 
in pHs, which are crudely dug out in open yards and closed with 
hay, leaves and clay, etc. Banks usually make advances against 
produce stored in those pits, provided they are fenced round and 
have gateways which are kept under Jock by the bank. At the 
time of storage, the bank’s representative remains present to count 
the stocks. Sometimes tire produce is stored in villages in what 
are known as "Kothas”, "Gadis” or "Paris” and the banks take 
possession of tliose goods by tying a string or rope round the 
structures and displaying their sign-boards in a prominent place. 
It is very easy to take delivery of goods stored in a well-constructed 
pucca WMchouse, which is often found in certain areas. Produce 
stored in bags helps counting and weighing. Commodities like 
kappas, i.e., cotton before ginning, cotton, juggery (gur), copra 
do not, by their very nature, permit of accurate verification of 
quantity by counting. In such cases weighment is the only practi- 
cal means for verification and no hard and fast rule can, in this 
regard, be laid down. The contents may be examined by taking 
out samples at random. Once the quantity in a godown is ascer- 
tained and possession taken of the goods, valuation can be made 
with reference to the current market rates. 'Viffien the market value 
of the stocks is calculated, the question of fixing the margin comes 
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up for consideration. In fixing the margin the credit of the 
borrower is taken into consideration. A borrower with good credit 
in the market may succeed in negotiating a low margin. Next, 
the nature of the commodity and the extent of its saleability are 
to be considered. Usually, a lower margin may be^fixed for commo- 
dities like rice, wheat, cotton, etc. commanding a steady demand 
and easy marketability while a higher margin is demanded of 
commodities like coffee, mica, etc. which possess restricted market- 
ability. As regards commodities like tobacco, having numerous 
variations, and lacking in proper gradation and standardization, 
a very high percentage of margin may be deemed to be insufficient. 
After the godown-keeper of the bank certifies that the contents have 
been examined and verified and possession taken thereof, by placing 
the bank’s padlock thereon, tlie bank gets the necessary documents 
executed by the borrower and makes the advance. It is needless 
to say that ftie safety oi such advances depends virtually on the 
honesty and integrity and sense of responsibility of the godown- 
keeper and his constant vigilance over ffie stocks. 

Banks alwa 3 's insist on insurance of the goods against the risks 
of fire, burglary, flood and riot, etc. and the costs of insurance are 
payable by the borrowers. Banks sometimes permit part-delivery 
of commodities, and the delivery of goods to borrowers or their 
authorised agents is permitted by delivery orders issued by the 
officials of the banks to their respective godown-keepers. These 
orders are marked "non-transferable" and must bear the discharge 
of the borrowers on the back before goods are delivered to them. 
Later on those should be properly ffied. Usually the following 
hooks are maintmned in connection with advances against goods; — • 

1. Securities Register — wbereln all documents ate entered. 

2. Produce Loan Ledger — where advances are shown as 
individual loan and separately entered. 

3. Liability Ledger— zthe total liability of the borrower, direct- 
ly or indirectly, is riiown in the ledger on any given date. 

4. Stock Book — ^wherein the details of the goods lodged and 
delivered from time to time are noted. 

5. Inspection Register — wherein full details of the godowns, 
their localities and the dates of periodical inspections are 
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6. Insurance Register — wherein the policies covering the 
goods arc entered with full particulars. 

7. Key Register — thanks get manufactured padlocks with their 
names engraved thereon and with serial numbers both on 
the back and the corresponding keys in duplicate. To keep 
their proper account a register is maintained. 

Safeguarding the Security . — 

1 _JIhe banker must have an unquestionable possession of the 
goods and must exercise thereon absolute control in such 
a manner that no third party can challenge the title of the 
bank or plead ignorance of the bank’s possession. The 
bank’s own locks and keys bearing names in addition to 
its sign-board are evidence of the fact of pledge and of 
ythe bank being the pledgee. 

Keys of the godown should be kept by the bank in safe 

•- custody. There have been in^ances where keys were 
obtained by borrowers on false pretences and goods were 
removed and sold out and there have been instances where 
the same goods were pledged to another bank by merely 
handing over the keys. 

3. Stocks should be inspected periodically. It is to be 
examined whether the godowns are safely situated and are 
properly constructed and are not surrounded by inflamm- 
able materials. It is to be noted that there are no other 
doors to the godown. 

4. Specialised knowledge is required in the selection of the 
goods and also in the determination of their quality, 

5. The fluctuation of the commodity prices should be care- 
fully watched and margin should be called up if ft ‘shrinks 
due to a fall in the market value under iiotice to the 
borrower. 

6. It is to be seen that stocks are released during the season 

. and must not be allowed to stay overlong. ' , 

7. "Vlflienever the security is to be enforced for the adjust- 
ment of the indebtedness, it should be disposed of, prefer- 
ably by public auction which means due publicity of the 
time, place, and conditions in "newspapers or by handbills. 

8. Goods must be insured for their fifll value. All material 
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information relating to tlic goods and godowns slioiild bs 
furnished on proper examination to the company for 
insurance. Special note should be taken of the terms of 
the policies with regard to the dcscripUon of the propert}'' 
insured and it is to be guarded that there lihould arise no 
.sudi circumstances as may vitiate the claim, if any, 
especially that more hazardous goods than those in the 
policy should not be stored and that nothing is kept near 
about to increase the risk of fire. 

Advances Agatkst Pledge of Manufactured Goods 

Advances against manufactured goods involve certain problems- 
somewhat different from tliosc against agricultural produce. In 
a raw condition the produce being capable of being put to various 
U.SGS, enjoys a wider marketability. But as soon as it is turned 
into a manufactured output, it has a limited market. So in-such 
eases the personal credit of the borrower is a more important factor 
than the security itself. The borrower must possess specialised 
knowledge and e,Kperience in the line of manufactured goods, as 
those arc to pass through different stages and processes. From- 
the banker's standpoint the manufactured goods have certain, 
advantages over the agricultural products. Firstly, the manufac- 
tured goods are easily portable, usually well-packed and of uniform 
quality in general. So those can bo stored with lesser difficult}'. 
Secondly, advances against manufactured goods have a longer 
duration than agricultural produce, which is seasonal in character, 
and may continue throughout the year yielding a steady return to 
the bank. Thirdly, manufactured goods being stored mostly in big 
sea-ports and manufacturing centres, it is possible for a banker to 
handle these operations more easily, as in such places facilities for 
clearing and storing goods and for auction sales are well-organised. 
Still such advantages are not free from risks. JIanufactured goods 
have numerous varieties and it is not certain when they will reach 
the ultimate consumers, as they are held up long in the process of 
distribution. Standard goods have a steady demand but fancy 
goods a seasonal one. 

Manufactured goods, especiaily those imported from foreign 
countries, are supported by invoices, wherefrom the goods can be 
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easily identified and the contents ascertained. Those invoices 
should be produced before banks at the time of making advances 
and be carefully examined to find out any discrepancy or flaw.J 
The marks, and numbers of cases are noted in the invoice and 
should be scrutinised. The banker should select standard goods 

only as securities. 


Produce Under Hypothecation 

Hypothecation implies that the possession and property in the 

goods remain with the borrower ana oniy 4 , 

created ia favour of *>■' goods by auote 

be overridden rn case o fte atectoeu, o g J 

creditor or insolvency of the hypothecation to bankers, 

to a third party having no Nation of produce are 

Consequently gu^h types of business are growbg 

fraught with great risks. Still ^commodate business men of 
in volume and are often taken up to accommoa 

established _ reputation, under the bank’s lock 

hypothecation if g^tuations in the incomings and outgoings 

of the stocks and i business undertaking, 

favour of the bank o ^ company, private or public. 

\If such a charge is c ^ Registrar of Joint-Stock Companies, 

jit has to be registere public of the bank’s interest in 

Vhich fact serves as a notice to p 

the goods. > hypothecation, stocks cannot be verified except 
In ^g^jgady method. In regard to such advances the 
by a roug an ^ great extent, on the honesty of the borrower 
banker is jjimself with a stock-list as supplied periodically 

and is to s follorving precautionary measures should be 

by the 0 fgguard the securities and the bank’s interests : 
taken goods are h 3 ^othecated to the bank, the bank’s 

sign-board is to be displayed prominently. But on man}^ 
occasions borrowers do not like this sort of publicity. 

2 A godown-keeper should be engaged to keep an account, 
if possible, of the incomings and outgoings'of stocks ^ 

3 Frequent inspection should be made from time to time. 
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4. Stocks should be kept fully insured against all risks. The 
bank has its prescribed specimen of document of hypothe- 
cation, ■whereby the interests and claim of the bank are 
sought to be safeguarded in all possible waj’s. 

Advances Against Documents of Title to Goods 

The follo'wing are principal documents of title to goods: — 

1. Bills of Lading. 

2. Dock Warrants. 

3. Warehouse Keeper’s Certificate. 

4. Delivery Orders. 

5. Railway Receipts. 

Bills of Lading — A bill of lading represents a receipt for goods 
upon shipment, signed by some person authorised to sign the same 
on behalf of the shipowner. The document states that the goods 
have been slupped in good order, and quotes the rate at which the 
freight i? to be paid by the consignees. A note is usually put on 
a bill of lading that the weight, quantity' and quality of the cargo 
are not known. The shipoivner imdertakes to deliver the goods at 
the destination in the same condition as they were when he received 
them. 

Bills of lading ate usually drawn in sets of three, each one 
stamped, and in addition, there are two copies. Of these copies 
one is retained by the master and the other is handed over to the 
loading brokers. The copies* are of no value. To avoid the loss 
in transit, one set is sent by one mail and another by the following 
mail, while the third set is kept by the shipper. 

Distinction between bill of exchange and bill of lading : — 

1. A bill of exchange is negotiable, while a bill of lading is 
not. If a bill of exchange payable to order and 'duly 
endorsed is stolen, the party taking it in good faith and 
for valuable consideration, acquires a good title to it. But 
the same will not happen in the case of a bill of lading. 

2. According to Sir John Paget, the only exceptional feature 
akin to negotiability possessed by bills of lading is their 
acknowledged capadty to defeat the unpaid vendor’s right 
of stoppage in transition when transferred with authority' 
to bona fide transferee for ■value. 
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But if the consignee desires to transfer *the goods to someone 
else, he can do so by endorsing the bill of lading in the latter's 
favour, who by delivering the said bill of lading, may be the 
o,wner of those goods. If the consignee’s name is not stated in 
the bill of lading, the ownership of the goods remains with the 
consignor. When the goods received on board are in good condi- 
tion and no adverse comments are made on the bill of lading about 
the quality or package of those goods, it is called a clean bill of 
lading. 

With regkrd to the three parts of a bill of lading Earl Cairns 
made in the case of Glyn and Co. some observations which are 
worth remembering; — 

“All that any person who advances money upon a bill 
of lading will have to do, if he sees, as he will see on the face 
of the bill of lading, that it has been signed in more parts 
than one, will be to require that all the parts are brought in. 
If the person advancing the money does not choose to do that, 
another course which he may take is, to be vigilant and on 
the alert, and to take care that he is on the spot at the fiyst 
arrival of the ship in the dock,” 

Often does tlie consignor draw a bill of exchange upon the 
consignee for the value of the goods despatched and attach .the 
bills of lading to the bill, send the same through his banker to the 
consignee for acceptance with instructions sometimes to deliver the 
bOl to the consignee on acceptance so tliat he may meet his accep- 
tance on maturity by the sale proceeds of those goods. 

Copies of the Bill of Lading are sometimes marked 'Copy 

not negotiable’ to ensure that no confusion shall arise between the 
unsigned copies and the valid parts. One of the three stamped 
Bills of Lading is sent by the shipper to the consignee by one mail 
and another is sent by another route, if possible, or by the follow- 
ing mail, and the third is retained by the shipper as evidence in 
support of a claim for insurance in 'the event of the ship being lost, 
that the goods were in that ship. On the arrival of the ship at 
its destination, the consignee may, by showing the Bill of Lading 
to the Master of the ship and paying all claim for freight and other 
charges, obtain possession of the goods. If the consignee v.dshes to 
transfer the goods to some other person, he can, by simply endois- 
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ing the Bill of Lading and delivering it to that person, constitute 
him the absolute owner of the goods. 

When it is recorded in the documents that the relative goods 
have been shipped on board it is knoTO as an on board Bill of 
Lading or shipped Bhl of Lading. It is issued by the ship-owners 
when the goods are actually received on board the vessel. 

Some Bills of Lading state merely that the goods have been 
received for shipment and when they are so worded, they are not 
regarded with favour by the lending bankers as security. 

There is another t^e of Bill of Lading known as ‘Through 
Bill of Lading’. It is issued to exporters when transhipment of 
the goods is to be made during transit and before their delivery 
at the port of desdnation, It is generally a combination of a 
Railway Receipt as well as a bill of Lading and provides for the 
continuous responsibility of several railway companies and shipping 
companies from one place to another. Attached to the original 
'Through' Bill of Lading’ there must always be a validation certi- 
icate. The validation certificate is issued by the rail-road company 
and certifies that the official who signed the Bill of Lading is the 
agent of the company and is authorised to sign. A rubber stamp 
bearing the name of the rail-road company is impressed partly on 
the validation certificate and partly on the Bill of Lading and all 
marks and numbers appearing on the validation certificate must be 
identical with those on the Bill of Lading which must be signed by 
the individual mentioned in the validation certificate. 

A straight Bill of Lading specifies that the goods arc consigned 
to a particular and specified person. The goods are not consigned 
to that person or order or assigns and property in the goods does 
not pass by endorsement. 

General Precauiions: 

1. 'Jhe banker must be satisfied of the customers' business 
integrity and financial standing before discounting the bills 
of lading. 

2. In order to ascertain the contents of packages, the banker 
^ should depute a representative to supervise packing, 

■— S. All the sets of the bill of lading should be secured. 

4. It is to be examined %vhether the bill of lading contains any 
onerous clause, such as "all conditions of every character 
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as charter party", reserving to the owners of the vessel the 
right of lien upon the cargo for payment of freight, 
i demurrage and other charges. 

It will be in the interest of the banker to get the bill of 
lading endorsed in blank by the consignee, in which case 
the responsibility for pa}dng the freight will fall upon the 
customer and not on the banker. 

The banker should get the insurance policies covering the 
specified goods, instead of open policies. 

Besides these, the faanlcer should get from the borrower 
a general stamped letter of h 3 rpothecation executed, by 
virtue of which he maj' take possession of the goods in 
the bill is not paid. 

8. If a banker is to part with any bill of lading before 
receiving payment from the customer, he may do so on 
execution of a stamped Trust Receipt. But this course 
I is also fraught with great rislcs and may not protect a 
bank in case the borrower, in breach of trust, pledges those 
bills with some other banks, which then acquire a legal 
title to the goods, in good faith and without notice (The 
Chartered Bank of India vs. the Imperial Bank of India, 
I.L.R. 60, Cal. 1262). So Trust Receipts in such cases 
are valueless. 

Railway Receipts {RjR ). — In the case of advances against 
Railway Receipts it should be remembered that the pledge of the 
Railway Receipts is not equivalent to a pledge of the goods covered 
by them. It is necessary, therefore, to take a letter of lien from 
the borrower specially creating a charge on goods in transit. As 
the Railway Companies do not testify to the qualify or nature of 
the goods received, there is some risk involved in this business and 
it should, therefore, be confined to first class parties. In the Rail- 
•way Receipts, either the bank or the borrower should be mentioned 
as the consignee, and in the latter case the borrower should duly 
endorse the receipts either in blank or in favour of the bank. It 
should also be seen whether the freight has been fully prepaid. 
The terms of the Railway Company’s risk notes should also be 
studied carefully. The banker should examine the Railway 
Receipts in detail as in the body of tlie Railway Receipts the 
number of the packages, the nature of goods and the approximate 

34 
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weight are mentioned. The date of the Railway Receipts shontd 
be examined carefully. It is safe to insist on invoices accompany- 
ing the bills. The bank’s rubber-stamp should be affixed on the 
Railway Receipts to prevent any subsequent misuse. Cases happen 
when duplicate Railwa}' Receipts are obtained from the Railway 
Companies on executing an indemnity bond and the goods may 
be taken delivery of on production of the duplicate Railway 
Receipts. So the banker, in such cases, will do well to notify the 
Railwaj' Company of his lien over the goods. In Mercantile Bank 
of India Ltd. vs. Central Bank of India the Privy Council decided 
the competing claims of hvo banks over goods covered by Rail- 
%vay Receipts. There the Central Bank of India financed a mer- 
chant against the security of a Railway Receipt, when the former 
delivered to the latter for releasing the goods and storing the same 
in the bank’s godown. The said merchant misused the same 
Receipt for raising a second loan from the Mercantile Bank, which 
took delivery of the goods. The case was decided in favour of 
the Central Bank on the ground that the Central Bank of India 
owed no duty to the Mercantile Bank to adopt precautionary mea- 
sures against the misuse of the Railway Receipt by the borrowing 
merchant, who cannot, in this case, transfer a better title than he 
possessed — a title subject to the pledge to the Central Bank of 
India Ltd. 

The following precautions should be observed while making 
advances against Railway Receipts; 

1. The invoice detailing the goods covered by the R/R is 
attached. 

2. The invoice is duly signed by the party or his duly 
authorised agent. 

8. Rates in the invoice do not exceed the market rates of 
the goods. 

4. Description and rate of the goods tally with the R/R- 

5. The R/R has been issued from the station where the hill 
originates. 

6. The goods are consigned at the Railway’s risk and not 
at the owner’s risk. If the owner’s risk R/R is accept- 
ed, it is to be ensured that the goods are insured for door 
to door delivery. 

7. Railway freight has been paid on the R/R. 
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8. The R/R is endorsed in favour of the bank or its order 
by the person named as consignee in the R/R. 

9, The Railway Receipt is clean i.e., free from adverse 
remarks e.g. («) goods badly packed, (b) goods liable to 
breakage, etc. 

10. The R/R contains a clear description of the goods 
consigned. 

11. The weight of the goods as stated in the R/R nearly equals 
the value of the goods consigned and agrees with the 
invoice. 

12. There is no alteration either of the number of articles 
consigned or of the weight. 

13. It should be carefully examined that the R/R is genuine. 

14. The R/R does not bear the rubber stamp of any other 
bank. Where it does, it should not be accepted as the 
rubber stamp of another bank indicates its previous return 
as an unpaid item. 

Dock Warrants. — k dock warrant is a document issued by a 
dock company stating that the goods as described therein are 
entered in its books and are deliverable to the person mentioned 
or his assigns by endorsement. 

The warrants when given as security should be endorsed by 
the person named, and be accompanied by a Memorandum of 
deposit or letter of lien. The Memorandum should give the bank 
authority, in the event of defaiilt of repayment, to sell the goods 
and out of the proceeds to repay the loan. The Memorandum 
should also provide for insurance of the goods against fire, etc. " 

Warehouse-Keeper’s Certificates. — k warehouse-keeper’s certi- 
ficate represents a document issued by a warehouse-keeper stating 
that certain goods are held in the warehouse at the disposal of the 
person named. Such a certificate or receipt is not transferable 
and the goods are not deliverable on its production. It is simply 
an acknowledgment of receipt of certain goods. 

When the o\vner wishes to take delivery of the goods he signs 
a delivery order or may obtain a v^arehouse warrant stating that 
the goods are deliverable to the person named therein or to his 
assigns by endorsement. If the banker desires to grant any 
advance against the security of the wrehouse-keeper’s receipts, he 
should get the certificate issued in the bank’s name. Otherwise, in 
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the event of the borrower’s bankruptcy, the property will vest in 
the trustee in bankruptcy. 

Delivery Orders A. delivery order is a document containing 

the owner’s instructions respecting delivery, addressed to the pro- 
prietors of the warehouse where the goods are lodged. -The owner 
fills in the name of the person, either himself or his assign, who 
is authorised to receive the goods. The document is not required 
to be stamped. A banker making advances against the security of 
the delivery order should, for safety’s sake, get the goods registered 
in his name rmder advice to the warehouse-keeper. Otherwise, his 
claim may be defeated on the bankruptcy of the customer, as in 
that case the proper^ wall vest in the trustee in bankruptcy. 

Bonded Warehouse Certificates — ^These certificates are obtain- 
ed by people who expect to reship the goods and who wish to 
defer paying customs duty imtil the relative goods are sold out or 
are actuallv required for trading purposes. When the customer 
approaches a bank for an advance against a certificate of the 
bonded warehouse in his orvn name the lending bank e.\ercises 
special care, because the bank through which the documents were 
received would have granted the required accommodation if the 
business were safe. In any case the certificate should be trans- 
ferred in the name of the bank to make the bank’s title absolute. 

- Usuaily an advance on such certificates is not allowed to run for 
more than a few months at the most. If the manufactured goods 
are not sold out -svithin a short time of their arrival and if the 
importer docs not have the means even to pay the duty and keep 
the goods elsewhere than in the bonded house, such a state is 
construed as a reflection on the financial position of the borrower. 

Some baling presses issue certificates like warehouse-keeper's 
certificates. Cotton, jute, yam etc. are taken to the press for bail- 
ing. In the meantime the owners of the goods authorise the press- 
owners to hold them under lien to the bank and they issue certi- 
ficates accordingly. Da the back of the certificates the receipls 
and deliveries are marked and the outstanding stocks confirmed 
periodically. So long as the press-owners are respecffible and 
possess business integrity, banks advance on the security of such 
certificates. 

Sometimes banks are found ad\mt)cing against receipts granted 
by the owners of counby boats, which arc often to carry a heavy 
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cargo and merchandise. These are called Varinames issued by 
the boat-owners. But in most cases, they deliver the goods accord- 
ing to the terms of the receipts. These receipts have no legal 
recogtiition and the bank vail have no resourse if the goods are 
WTongly delivered. 

Advances Against MiscEiiANEous Secukities 
Gold ornaments 

Advances against gold ornaments are not self-liquidating as 
is the case with advances against goods and very often banks have 
to put pressure for the recovery of such advances. Even then, in 
many cases, realisation has been effected either by sale of the 
ornaments or by the repledge of the security rvith another bank. 
Such advances usualty come up for renewal over again. In 
Northern India, specially in the Punjab, some gold ornaments like 
bangles, are made hollow with lac inside. In such cases it is 
difficult to measure the exact gold contents. It is the practice 
among banks to have the ornaments assayed by a professional 
goldsmith or jeweller who guarantees the genuineness of the 
articles. In the majority of cases, the borrowers are male 
members while it is found that most of the ornaments against 
which advances are sought are those of feminine wear. This may 
give rise to the possibility of the female member claiming the 
ornaments as ‘stridhan’ property and repudiating the borrowers' 
right to pledge the same. The following precautionary measures 
should, however, be taken while making such advances: 

^,4^) A stamped declaration should be taken from the borrower 
that the ornaments are his o^vn property and that he has 
the absolute right to pledge them. 

(«) Advances against the repledge of gold ornaments should 
be avoided as far as possible. If such advances are to 
be made, they should be confined only to respectable 
money-lenders. 

(lit) Gold ornaments should be valued at market rates. 

(tu) A margin between 15% and 20% should be maintained 
on the. value. 

[vy Ornaments studded with precious stones should not 
normally be accepted as security. 
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(vi) Gold ornaments should be weighed and appraised care- 
fully. 

(vii) Advances against gold ornaments should not be allowed 
to run indefinitely but should be repaid within a year 
or so. 

{viii) Advances should be made for a limited amount say, 
Es. 5,000, to a single party. 

Bank’s own Fixed Deposits: 

Where loans are granted to clients against the bank's fixed 
deposit receipts, the latter should be duly discharged and the bank 
authorised to note its lien on the deposit receipt and credit the 
proceeds on maturity to the loan account. If the fixed deposit 
receipt stands in the names of tw'o or more persons jointly, the 
loan documents should be signed by all of them. In case the fixed 
deposit stands in the names of two or more persons and is pay- 
able to either or survivor, no advance should be made against that 
receipt to one of the parties without the mitten consent of both 
or all of them. Either they should all sign the documents or 
there should be a letter signed by all authorising the applicant to 
raise the loan. If the deposit receipt is issued in the name of a 
third party, the fixed deposit receipt duly discharged by the 
depositor should be obtained. In addition, a letter authorising 
the bank to allow the loan to the person specified, on the security 
of the fixed deposit receipt and adjust the loan from the proceeds 
on maturity should be taken from the depositor. 

Advances against fixed deposit receipts standing in the names 
of minors should not normally be made. 

When a fixed deposit receipt is accepted as security, lien 
should be noted against the relative entry in the Fixed Deposit 
Ledger as well as in the Fixed Deposit Register under the initial 
of the bank's official. A margin of 5 to 10 per cent should 
normally be maintained. 

National Savings Certificates: 

These certificates are issued for a specified period. The 
interest accruing on such certificates is free of income-tax. While 
such certificates rank as first class investments, they are not 
acceptable as security because they are not transfejableT*^ It is^ 
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provided in the rules that the transfer of certificates as security 
to private individuals, banks, etc. is prohibited. Moreover, the 
terms of issue provide that no claim by any person holding the 
certificates in respect of loans will be recognised by Government. 
This precludes the banker from obtaining a valid charge over 
these certificates, "^lie banker may, however, obtain some protec- 
tion by having the certificates deposited with the official form of 
request for repa5mient signed in blank by the owner of the certi- 
ficates. If it becomes necessary to realise the certificates, the 
bank’s name ^vill be filled in and the official form for^varded to 
the Post Master General when the proceeds, if still available, ^ will 
be paid over to the bank. But the risk to the bank in allowing 
advances against such certificates cannot be minimised, v-/ 

Government Supply Bills: 

Payments by Government of contract moneys are made from 
time to time as the works proceed against certificates given by 
the officers concerned. During the last war bankers lent freely 
against assignment of such Government supply bills. But it must 
be remembered that such advances are not secured and are not 
backed by any tangible security. Advances against supply bills 
should usually be made to first class parties only. The following 
precautions should be adopted while making such advances: 

(j) A power-of-attomey should be executed by the contractor 
customer in favoiu: of the bank and registered with the 
particular department of the Government. 

(«) Each bill must be discharged by the contractor with the 
words ‘Received payment’ under appropriate stamp and 
the bill should be made payable to the bank by a separate 
endorsement as provided in the standard bill form itself, 
(m) Such bills are usually dra^vn in triplicate and all should 
be discharged and endorsed likewise. 

(iv) The bills should be accompanied with the relative inspec- 
tion notes certifying approval, acceptance and receipt of 
the goods mentioned therein. 

(v) The banker should verify the rates charged in the bills 
from the acceptance note under Avhich the particular con- 
tract was accepted. 
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{vi) Along \vith eacli bill, the letter of the contractor addressed'" 
to the appropnate Government authority authorising him 
to make payment of the bill to the bank direct should 
be sent. 

(oit) It is not ad\dsable to treat bills of certain Government 
departments viz. M.E.S., C.P.W.D. as supply bills and 
allow advances against them. 

[viii) \%ere a bill is not paid by the Government within a 
reasonable time, the amount of the bill should be imme- 
diately recovered from the customer and the bill allowed 
to stand on the cnstomer’s account. 

Guarantee and Indemnity 

Definition. — contract of guarantee is defined under section 
126 of the Indian Contract Act, 1872, as "a contract to perform 
the promise, or discharge the liability, of a third person in case 
of his default”. A' guarantee may be oral or ivritten in India. 
But in England a guarantee must always be in writing. In case 
of a guarantee three parties are involved, namely, principal debtor, 
creditor, and the surety. 

Contract of Indemnity — Section 124 of the Indian Contract 
Act defines a contract of indemnity as “a contract bj'' which one 
party' promises to save the other from loss caused to him by the 
conduct of the promisor himself, or by the conduct of any other 
person.” 

^^^len the consignee of some goods wants to take delivery of 
the same from the railway authorities without the production of 
the Railway Receipts, he is required to give an indemnity bond 
imdertaking to compensate the railway authorities for any loss 
they may suffer on accoimt of the delivery of those without Rail- 
way Receipts. 

Distinction between guarantee and indemnity: 

1. In the case of a guarantee there exist two contracts, a 
principal contract between the borrower and the lender 
and a secondary contract between the lender and the 
surety. But in the case of an indemnity, there is only one 
primary contract. 
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2. In the case of a guarantee, the principal debtor is pri- 
marily responsible for the repayment of the money and 
the surety is called upon to repay on default of the prin- 
cipal debtor. But in the case of an indemnity, the pro- 
misor alone is liable to the promisee for the fulfilment of 
the obligation. 

3. A guarantor may repay tlie money and can sue the prin- 
cipal debtor for the recovery of the money so paid by him. 
But an indemnifier cannot take any such step. 

4. In England a guarantee must be in writing, though an 
indemnity may be made orally. But in India none is 
required to be in \vriting. 

Advantages of Guarantees:— 

(fl) Guarantees are adaptable to different circumstances. 

(d) They provide additional protection to a banker. 

(c) The banker is to satisfy himself of the solvency of the _ 
guarantor by independent inquiries. 

. Contractual Capacity for Guarantees — ^Minors and lunatics 
have no contractual capacity to execute any guarantee bond. A 
guarantee from a married woman is not safe, as she might raise 
the plea of her acting xmder undue influence, which may vitiate 
the contract. 

Firm. — h. partner of a firm has no implied powers to bind his 
co-partners by signing a guarantee bond in the firm’s name, unless 
he lias express authority to bind the firm by such contract. 

Registered Coinpanies. — A banker should not accept any 
guarantee from a registered company unless there is an express 
pro\'ision for the same in its Articles of Association. 

Consideration. — A guarantee must be supported by considera- 
tion under section 127 of the Indian Contract Act — "anjdhing 
done, or any promise made, for the benefit of the principal debtor 
may be a sufficient consideration to the surety for giving the 
guarantee”. 

Disclosure of Material Facts.— Though the banker is not 
bound to disclose all that he knorvs about his customer’s dealings, 
he must not conceal from the guarantor any fact materially 
affecting the transaction between the banker and his customer. 
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Sections 142 and 143 of the Indian Contract Act are worth 
noting. 

Section 142 — "Any guarantee which has been obtained by 
means of misrepresentation made by the 
creditor, or with his knowledge and assent con- 
cerning a material part of the transaction is 
invalid.” 

Section 143. — "Any guarantee which the creditor has obtain- 
ed by means of keeping silence as to material 
' circumstances is invalid.” 

In view of the above sections it is not advisable for a banker 
to speak anjdhing which might be misconstrued by the would-be 
guarantor, ^^^len the intending guarantor asks for certain infor- 
mation, the banker should give a straight-forward reply. 

Kinds of Guarantee. (1) Specific Guarantee' refers to a 
specified transaction only. Guarantee will lapse as soon as the 
specific transaction is liquidated. 

(2) Continuing Guarantee — ^A continuing guarantee extends 
to a series of transactions between the banker and the customer 
uithin an agreed limit. A continuing guarantee is not affected by 
any payments, for it is framed to secure the final debit balance. 

Banker’s Obligations 

(а) A banker cannot vary the original terms of the contract 
behveen himself and the principal debtor -without the con- 
sent of the guarantor. Alteration is permissible only 
when the banker obtains specific powers from a guarantor 
to this effect. 

(б) A banker must not, by commission or omission, release 
the debtor. 

(c) A banker should reserve a clause in the contract of 
guarantee gi-ving the banket necessary authority to deal 
with the securifies as he may think fit, so that he may 
not be held responsible by the surety for any depredation 
in tho^ securities due to the mishandling of the customer's 
securities. 

(d) A banker must not give any indulgence to the debtor 
unless the same is provided for in the contract of 
guarantee or is assented to by the guarantor. It is some- 
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times held tliat if the period of repayment is extended by 
a banher without the consent of the surety, the contract 
of guarantee is reported to lose effect on account of the 
alterations of the term. As there is a conflict of legal 
decisions on this point, it is advisable for a banker to add 
such a clause whereby the banker is authorised to grant 
extension of time from time to time, if thought necessary. 

Rights of the Banker against the Surety 

Right of Lien — 

{a) A banker can exercise a right of lien on the balance of 
the guarantor notwithstanding the fact that the guarantee 
is time-barred. But this right will not arise until a 
default has been made by the .principal debtor. 

(6) A surety's liability is co-extensive with that of the princi- 
pal debtor. 

(c) In the event of the insolvency of the surety, the banker 
can prove his claim against the estate of the surety. As 
soon as a bank gets the notice of the surety’s insolvency 
or death, he should stop operation on the account and 
claim the money from the principal debtor and failing 
repayment, the banker must lodge his claim ivith the 
official receiver of the bankrupt surety or legal representa- 
tives of the deceased. 

Almost every banker includes in the contract of guarantee such 
a clause that notwithstandmg any change in the constitution of any 
firm or registered company, provided it is a guarantor, the 
guarantee shall continue. This clause fills in a loophole through 
which a firm or a company may escape the liability of guarantee 
in the case of any change in its constitution. 

Surety’s Right to be Discharged 

A" surety gets discharged from his liability in the following 
cases: — 

(a) If the creditor discharges the principal debtor. 

(b) If the creditor, without the consent of the surety, makes 
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a composition with, or promises to give time, or not to 

(.) S L“oTd.es any act which ia inconsistent 

neht Of the surety, or omits to do any act which the 
"lety retires hSi to do and thereby J 

remedy of the surety against llie pnncipal debtor is 

Surety. -h surety can ask 
tlie bank as to the extent of his l^tnhty, but ha 
inspect the account of the debtor. A banker should 
information without any commitment as to the details 

““iifahon.-If the creditor fails to sue 

for the money within the penod of limitation, ® ^ ^ j. 

discharged from his liability. This view is borne out 

sions of the High Courts of Calcutta, Madras and Bombay, 

the High Court of Allahabad has differed. 

Securities 

Renewal of securities . — ^Renewal of securities mea^ the ’ 
of the new securities in exchange for mating secun 
different from the issue of duplicate securities m case o 

destruction of the original ones. _ rioes 

In the case of stock-certificates the question of ren 

not arise. „ . r^Am^is- 

In the case of bearer bonds renewal is necessary a P 
sible only when the coupons attached to the bond are e 
The application for renewal supported by fte bond 
mitted to the Public Debt Office or to the Treasury at 

bond is registered for payment of coupons. _ rnninul- 

In the case of promissory notes renewal is some 
sory and sometimes optional. Renewal is necessary m 

ing instances; — Hvo 

(fl) If there is no cage ior further endorsement or y 

endorsements are made across each other, 
if the note is tom or damaged or found unfit for any 


(fo) 

(c) 


if the endorsement is in form not acceptable under par 
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graphs 47, 49, 52 and 59 of the Government of India 
Securities Manual, 

(d) if the note, enfaced thrice for payment of interest, is 
presented for re-enfacement, 

(e) if the endorsement is not distinct or clear, 

(f) if the interest on the note remains undrawn for ten years 
or more and for other reasons. 

Renewal by Heirs of Deceased Holders . — The heir of a 
deceased holder may apply for renewal of the securities in his name 
in the following ways: — 

(ff) If the deceased was a member of a Hindu undivided 
family governed by the 'Mitakshara Law’ the person 
claiming the promissory notes should obtain a certificate 
in the prescribed form from the District Magistrate, pro- 
periy sealed with the seal of his Court, 

(b) If the nominal or face value of the Government securities 
in the form of stock-certificates and promissory notes left 
by the deceased persons does not exceed Rs. 5000/-, and 
if six months have elapsed since the death of the holder 
and the probate of his mil or letter of administration of 
his estate or a succession certificate has not been obtained 
within this period, the heir should apply to the District 
Magistrate for a certificate declaring that he is the heir of 
the deceased. 

Renewal Fees . — ^For each note four annas per cent is payable 
if the new note does not exceed Rs. 400/-, and one rupee for note 
if the new note exceeds that sum. 

But no fee is pa 5 ^ble in respect of the renewal of a note which 
bears no endorsement other than the endorsement by an officer of 
the Reserve Bank of India, the Imperial Bank of India and certain 
other Government officials. 

EnDOKSEMENT on GoVERNltENT PROMISSORY NoTES 

Valid Forms of Endorsement . — ^An endorsement contains two 
parts, viz., payment order and the signature of the endorser. The 
payment order may be of the following types: — 

1, Pay to A, 

2. Pay to A or order. 
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3. 

4. 

5. 

6 . 

7. 

8 . 
9. 


Pay to A and B jointly. 

Pay to A and B or their joint order. 

Pay to A or B, > ' 

Pay to A or B or order. 

Pay to A and B or either of them, . 

Pay to A and B or either of them or order. 

Pay to A, B, C, D and E or to any one (or more) 

10. Parto A, B, C, D and E or to any one (or more) of 

them or order, 

11. Pay to A or B and C jointly or order, 

12. Pay to A and B jointly or C and D ]om y 

Of the above forms, (1) and (2) are (10) 

ments, (3) and (4) are called joint endorsements, ( ) 
alternative endorsements. ^ 

Simple Endorsement— li A’s .^ould tally 

English, it is necessary ordinanly that his signa vernacular, 
r^dth it letter for letter. If the signature be m Y' " ^nth the 
it must be transliterated into English and must agr 
name in the previous endorsement. ^ f n the 

Joint Endorsenienis. — ^In such cases the the 

endorsers are to be taken. If one of the jomt-holdem d^^^^ 
right to dispose of the note passes to the survivor 
under section 4 of the Indian Securities Act. lands 

Alternative Endorsements — .men a ^jfposed 

endorsed in any of the alternative forms, it may e va gndorse- 
o£ either by A. or E, or C. etc., actiog singly, ’■■^'n^^ers, 
ment has made the note payable to more than one , case 

i.e., pay to A, B, C. D, or to any trvo ot ^ast 

signatures of the specified member, t.e., two o neiBons 

appear. When the note is endorsed to ^vo or rno 
severally and either or any one of them dies, i may 
disposed of by the sur%dvor or survivors of those Pf^ ' 
the legal representative of the deceased, or by any o 

If a promissory note stands endorsed as m (“h „ or C 

negotiated bjr A singly or B and C jointly, t joint 

acting singly. In case of A's death, the note vnll reiiiam m 
names of B and C and may be negotiated by the surviv 
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If a note stands endorsed as in (12), it can be negotiated by 
A and B jointly or C and D jointly, "but not by any one of them 
singly, nor by A and C, A and D, B and C etc., as in (11) and will 
be dealt with in a manner pointed out in the preceding para. 

Wliere A, B, C etc. are personal names, but with the addition 
of some description indicating official capacity or legal status etc. 

Examples'. — (a) Pay to A, President of the Sanatan Dharma 
Sabha. 

(6) Pay to A, Secretary of the... Club, Calcutta. 

(c) Pay to A, Managing Director Co. Ltd. 

(d) Paj' to A, Superintendent, Central Jail, 
Dacca. 

Inslrttciion: — In the above cases the designation added after 
the name should be excluded from consideration and the note 
should be treated as the personal property of A. 

Excephons ; — But if the designation is that of a Government 
officer, or an officer of an Indian State etc., the personal name 
should be disregarded and the note dealt with as if in an official 
capacity. 

Examples '. — (a) Pay to A, Accountant General, Bengal, 

(6) Pay to‘A, Dewan of Mysore State. 

Where A, B, C etc. are personal names, but represent the 
name of a mercantile firm. 

Examples: — (a) Pay to Thomas Cook and Sons, 

(6) Pay to M/s. Sant Ram, Anant Ram. 

In such cases the usual signature of the firm should agree 
witli the specimen registered at the office where Ihe^ note is 
presented. 

Where A, B, C, etc. are not Personal Names — ^A person’s 
authority to deal with Government Promissory Notes on behalf of 
a firm rvill be determined with reference to tire terms of agree- 
ment, the rules of constitution etc. of the firm ; when the autliority 
has been detennined, the specimens of the signature of that person 
or persons should be registered at the Treasury or Public Debt 
Office. 

Banks — In the case of banks, the Government Promissory 
Notes may be negotiated by the endorsement of the manager or 
other duly constituted attorney. Banks usually confer powers 
upon their officials by virtue of powers-of-attomey, which should 
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preferably be registered with the Public Debt Office, supported by 
the relative resolution of the Board giving powers and accompanied 
by the specimens of signatures of those officials. 

Other Bodtes Corporate. — In such cases it is necessary to refer 
to the articles of association, or the laiv, governing the constitution 
of the body, in order to ascertain the authority of the person who 
should be legally qualified to negotiate the note. 

Office-Holders. — ^An endorsement in favour of an office-holder 


(like Pay to the Superintendent, Central Jail, Alipore, the Income- 
tax officer, Patna etc.) should vot be recognised. 

Trust. — Section 3 of the Indian Companies Act lays down that 
no notice of any trust in respect of any Government security shall 
be receivable by Government. Endorsements like "Pay to A, 
Trustee for B”, or "Pay to A, Guardian of B", "Pay to Judge of 
A, on account of B's security" should not be recognised, and 
words in such endorsements indicating the trust should be regard- 
ed by Treasury officers as so much surplusage, and whenever such 
a note is endorsed to or by A as trustee, or in any similar capacity, 
he should be trusted in all respects as the owner of the note in his 
personal capacity. It is desirable for A to get the note renewed in 
the n^e of the beneficiary, as a measure of self-protection against 
any habffity which he might otherwise incur, in respect of his 
truste^hip, owing to his having dealt with the note in his personal 
capacity.^ A guardian should likewise be advised to get the note 
xcnewed in favour of the minor. 


Endorsement of Women — ^If an endorsement is made by a 
woman m English, there arises no difficulty. If the endorsement 
IS m a vernacular, it should be transliterated into English ; and if 
comes out in public, she should appear before a 
ila|strate or a Justice of the Peace to have her signature verified, 
e woman is Pardanashin, her signature should be attested by 

appear before the Accountant 
0 u 1 C ebi. Office, or a Treasury officer, or Justice of the 

endom°ment^^ Magistrate, to testify- to the genuineness of the 


orsements by persons unable to write If a person can 

^ ^ffigistrate that he is for any reason -unable to write' 
,, . person whom he represents himself to be, the 

- agistrate may, at the request of the holder, sign the endorse- 
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ment od his behalf if he is satisfied that the holder understands 
the effect of the endorsement. 

A signature made by means of a mark or a thumb impression 
■which is valid under the General Clause Act (X of 1897) is accept- 
able. But the signature by the mark or thumb impression is to 
be attested and authenticated by the officer concerned before it 
can be accepted. 

Loss OF Go'vernment Promissory Note and Issue 
OF A Duplicate Note 

If a Government Promissory note is lost, stolen or destroyed 
an application for the issue of a duplicate should be submitted by 
the holder to the Public Debt Officer, accompanied by a statement 
of^the following particulars: — 

(a) Particulars of the note according to the following form : — 

Promissory note for Rs. No. of the 
Per cent Loan of 

(b) the last half year for which interest has been paid ; 

(c) the person to whom such interest was paid ,' 

(tZ) the person in whose name the note was issued ; 

(e) the particulars of the coupons attached (if any) ; 

(/) the place for payment of interest at which the note was 
-for the time being enfaced ; 

(g) the circumstances attending the loss, theft, or obstruc- 
tion and 

(h) whether the loss or theft was reported to the police. 

2. Such letter should be accompanied by 

(а) the post office registration receipt for the letter contain- 
ing the notes, if the same was lost in transmission by 
registered post ; 

(б) a copy of the police report, if the loss or theft was 
reported to the police ; 

(c) where the last pajment of interest was not made by a . 
warrant issued by the Public Debt Office, a letter signed 
b}' the officer of the Treasury where interest was last paid, 
certifying the last payment of interest on the note and 
stating the name of tlie party to whom such payment v^as 
made ; 


S5 
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{d) if the applicant is not the registered holder, an affidavit 
sworn before a Magistrate testifying that the applicant was 
the legal holder of the promissory note, and all docu- 
mentarj' evidence necessary to trafe back the title to the 
registered holder ; r 

(e) any portions or fragments which may remain of the lost, 
or stolen or destroyed note. 

3, A duplicate of the letter to the Public Debt Officer should 
also be addressed to the Treasury where interest is payable. 

Notification in the Gazette 

Next the matter should have to be notified by the applicant 
in the successive issues of the Gazette of India and of the local 
official Gazette, if any, of the place where the loss, theft or destruc- 
tion occurred in the follorving form; — 

"Lost" ("stolen” or "destroyed” as the case may be) 


"the Government Promissory Note No of the 

per cent loan of for Es. , originally 


standing in the name of , last endorsed to » 

the proprietor, by whom it was never endorsed to any other 
person, having been lost / stolen /destroj'’ed, notice is hereby 
given that payment of the above note and interest thereupon 
has been stopped at the Public Debt Office, and that applica- 
tion is about to be made for the issue of a duplicate in favour 
of the proprietor. The public are cautioned against purchas- 
ing or otherwise dealing mtli the above-mentioned security.” 

Name of Person Notifying 
Eesidence 

If no objecfa'on is raised and the authorities are satisfied, they 
may order issue of duplicate note on e.xecution by the applicant 
of the vtdcmniiy bond. 

Insolvency 

Tile Indian Insolvency law comprises hvo Acts, viz., (1) th*^ 
Presidency Toums Insolvency Act, 1909 and (2) the Provincial 
Insolvency' Act, 4907. 
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In England there is a distinction between a "bankrupt” and 
and an "insolvent”. In English Law an "insolvent” is he whose 
debts exceed his assets, while a "bankrupt” is he who has com- 
mitted an act of bankruptcy and has been adjudicated a bankrupt. 
But in India both the terms are used synonymously and hardly is 
there any distinction between the two. ‘ 

A petition for bankruptcy may be submitted either by the 
bankrupt himself or by a creditor or creditors. As regards 'the 
creditor’s or creditors’ petition, the debt owed must be at least 
Rs. 500/- or over, and be payable immediately or at a future date 
and the act of insolvency must have happened three months before 
the presentation of the petition. 

A debtor is not entitled to submit a petition for insolvency, 
unless under section 14 {a) his debts amount to five hundred 
rupees or (b) he has been arrested or imprisoned in execution of 
the decree of any court for non-payment of money, or (c) an order 
of attachment in the executing of such a decree has been made 
and is subsisting against his property. 

An act of insolvency may be committed in the follo\ving 
cases: — 

1. If, in India or elsewhere he makes a transfer of all or 
substantially all his property to a third person for the 
benefit of his creditors generally. 

2. If, in India or elsewhere, he makes a transfer of his pro- 
perty or of any part thereof with intent to defeat or delay 
his creditors. 

3. If, in India or elsewhere, 'he makes a transfer of his pro- 
perty or of any part thereof which would, under this or 
any other enactment for the time being in force, be void 
as a fraudulent preference if he were adjudged an 
insolvent. 

4. If, vith intent to‘ defeat or delay 

(t) he departs or remains out of India, 

(it) he departs from his dwelling house or usual place ofi 
business or otherwise absents himself, 

(hi) he secludes himself so as to deprive his creditors of 
the means of communicating with him. 

5. If ^y^ of his property has been sold or attached for a 
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period of not less than twenty-one days in execution of 
the decree of any court for the repayment of money. 

6. If he petitions to be adjudged an insolvent. 

7. If he gives notice to any of his creditors that he has sus- 
pended, or that he is about to suspend payment of his 
debts. 

8. If he is imprisoned in execution of the decree of any court 
* for the payment of the money. 

Order of Adjudication 

When the petition is submitted, the order of adjudication may 
be passed by the court from the very beginning. But in Great 
Britain, first, a recehing order appointing an official receiver is 
passed and then a general meeting of the creditors is called to con- 
sider any scheme for reconstruction or composition. 

As the order of adjudication is passed, the property of the 
insolvent vests in the ojficial assignee for the benefit of the 
creditors of the debtor. After this the court may stay any suit 
or proceedings pending against the insolvent. 

Protection Order — h. protection order may be passed by the 
court to protect an insolvent from being arrested or imprisoned. 

The folloiving transactions are protected if those have taken 
place before the date of the order of adjudtcatwn : — 

(a) any payment by an insolvent to any of his creditors, 

(5) any payment or delivery to the insolvent, 

(c) any transfers by the insolvent for valuable considera- 
tion, and 

(d) any contract or de^ng by or with the insolvent for valu- 
able consideration. 

Doctrine of Relation Back 

There is a vital difference is this respect between the English 
Law and the Presidency To^vns Insolvency Act. In English Law 
all transactions between the commencement of bankruptcy and the 
date of receiving order are protected, if the person concerned 
receives no notice of an act of bankruptcy and acts bona fide. 
But if he receives any such notice, his transactions will not be 
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protected, since if a petition is made and the debtor adjudicated 
a bankrupt within three wonths, the doctrine of relation back will 
nullify these transactions as against the trustee in bankruptcy. 
This doctrine of Relation Back stipulates that all property of the 
debtor vests in the Trustee in bankruptcy from the date of the 
commission of the act of insolvency within three months of 
adjudication. But in the Indian Law all transactions from the 
commencement of the insolvency and the passing of the order of 
adjudication arc protected, if the person concerned receives no 
notice of the submission of the petition for insolvency and acts 
bona fide. In the Indian Law the notice of the act of insolvency, 
unlike in the English Law, does not deprive the person dealing 
wth the insolvent of the protection. ‘ 

After Petition Dealings 

In the English Law protection is afforded by section 46 to 
certain transactions made before the date of the receiving order 
pro\'ided the person dealing with the insolvent is not a\vare of the 
bankruptcy petition submitted. This relates to transactions with 
bankers. In India as soon as a banker comes to know of the 
adjudication of his customer in insolvency, he will have to inform 
the ofBcial assignee of his balance and any other property lying in 
his possession. 


Fraudulent Preference 

Fraudulent preference is defined under section 57 as follows: — 

1. Every transfer of property, every payment made, every 
obligation incurred, every judicial proceeding taken or 
suffered by any person unable to pay his debts 'as they 
become due from his own money in favour of any 
creditor, with a view to giving that creditor a preference 
over the creditors, shall, if such person is adjudged , 
insolvent on a petition presented within three months ‘after 
the date thereof, be deemed fraudulent and void as against 
the official assignee. 

2. This section shall not affect the rights of any person 

making title in good faith and for valuable consideration 
through or under a creditor of the insolvent. ’ ‘ 
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LEGAL DECISIONS AFFECTING BANKERS 

1. Llalik Barkat Ali Plaintiff-appellaiit. 

-vs- 

Imperial Bank of India and others Defendant-respondents. 
(A. 1. R. 1945 Lahore 213:1945) 

Fads of the Case : — 

The appellant Malik Barkat Ali instructed the Imperial Bank 
of India, Lahore, to send a draft of Rs. 5,000/- drawn on the 
Imperial Bank of India, Dacca, to the Crown Brand Tea Com- 
pany, 'Dacca, to the debit of his account. His instruction was 
complied with by the bank and the draft was posted to the Crown 
Brand Tea Companj' of Dacca. But subsequently the purchaser 
of the "draft, Malik Barkat Ali, changed his mind and instructed 
the bank to stop payment of the draft telegraphically. The 
purchaser himself also wired the Imperial Bank of India, Dacca, 
not to make payment of the draft. In the meantime the draft was 
duly presented b3' the paj'ee, t.c.. Crown Brand Tea Company, 
endorsed in favour of the Comilla Banking Corporation Ltd., 
Dacca, which guaranteed the endorsement of the payee as well. 
Tfae^ Imperial Bank of India, Dacca, made pajanent of the draft, 
as thej* considered that the wire received from Barkat Ali would 
not justify them in stopping payment. By the time a similar 
telegram advising the estoppel of payment was received from the 
issuing bank, i.c.. Imperial Bank of India, Lahore, when it was 
too late to stop pajnnent of the draft. The appellant sued the bank 
for acting contrary to his stop-payment advice, but his case was 
dismissed by the Trial Court on the ground that the agency of 
tire bank was terminated as soon as it had complied witli 'the 
original request made by the plaintiff and had sent off the draft 
to the Companj’. .So the appeal -was preferred: 

Points for Decision : — 

What are the conditions in "which a bank can stop payment 
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of a draft after it has reached the hands of the person 
in whose favour it is drawn and whether it can do so at 
the instance of the purchaser. 

Decision \ — ' 

(t) The bank cannot stop payment of a draft unless there 
is some doubt as to the identity of the person present- 
ing it. Such doubt arises when a draft is reported to 
be lost. In such cases tlie purchaser may reasonably ask 
the bank to be on its guard against presentation by the 
wrong person. 

(it) It does not appear that the purchaser is entitled to ask 
the issuing bank to stop payment on other grounds, such 
as matters relating to tire consideration in respect of which. 
. the draft has been issued at his instance, for this would 

put the bank in an impossible situation, whenever the 
purchaser of the draft is dissatished with some bargain, 
. which he has made with the person in whose favour the 
draft has been issued. 

iVoie jor a Banker '. — 

From the above case it will not be in order for a purchaser to 
stop pa3mient of a draft, after it has been delivered to the payee 
and the banker must not comply with such instructions counter- 
mandmg payment. If there is any dispute regarding the draft- 
money between the purchaser and the payee, that should be settled 
mutually betsveen them. 

2. Sahukara Bank Ltd. Defendant-petitioners. 

-vs.- 

Firm Jagan Nath Diwan Chand Jaini Plaintiff-respondent. 
(1944) 14 Company cases 166 (Lahore High Court). 

Fads of the Case : — 

The plaintiff sent a hundi for collection to the Sahukara Bank 
Ltd., which, in its turn; redirected it to the Civil and Militar}' Bank 
for collection. The hundi was collected by the latter but subse- 
quently it went into liquidation. The plaintiff sued the defendant 
bank for thfe recovery of the money with interest and costs. The 
plaintiff got a decree against which an appeal was preferred to 
the High Court. 
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Points for Decision : — 

Whether the collecting banker will be beld r^ponsible for 
the recovery of the money collected, in case his sub-agent through 
whom collection was effected, fails after realisation. 

Decision : — 

As there was no privity of contract between the plaintiff and 
the defendant as to the specified agent, through whom the defen- 
dant may collect, the defendant will be held responsible for any 
loss that the plaintiff has suffered due to the failure of the defen- 
dant's agent. 

Note for a Banker : — 

The case clearly lays down that a banker who undertakes the 
duty of collecting a negotiable instrument and for that purpose 
sends it to another bank for collection on his own initiative, 
becomes responsible by that act for any loss sustained on "account 
of the default of the other bank. So a banker should in such 
cases, get a written mandate from his customers specifying the 
bank through which collection is sought to be effected, at their sole 
risk and responsibility. 

3. Bapulal Prem Chand Plaintiff 

-vs.' 

Nath Bank Ltd. Defendants. 

(A. I. R. 1946 Bombay 482:48 Bombay Law' Reporter 393) 

Facts of the Case: 

M/s. Ramchandra Raragopal, merchants at Akola, drew a 
crossed cheque on the Luxmi Bank Ltd., Bombay, for Rs. 4.000/- 
in favour of Bapulal Premchand (plaintiff) or bearer. The cheque 
did not reach the payee and apparently appears to have been 
stolen in transit. The cheque was collected by the Nath Bank 
Ltd., on behalf of one of their customers named N. A. Gandi, who 
evidentlj' had no tide to the cheque. The plaintiff sued the bank 
for conversion of the cheque and claimed the money. 

It was contended by the plaintiff that the bank acted with 
neghgence in collecting the cheque and had, therefore, lost pro- 
tection under section 131 of the Negotiable Instruments Act. 
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Points for Decision : — 

‘ Whether tlie bank has acted %vithout negligence in collect- 

ing the dieque and is entitled to protection under section 181 
of the Negotiable Instruments Act. 

Decision : 

(i) Negligence is essentially a question of fact and it must 
depend on the circumstances of each case whether 
negligence has been proved or not. Here it appears that 
the account was introduced by Mr. Modi, cashier of the 
bank. There is nothing on the face of the cheque which 
should put the bank on inquiry. Therefore prima facie 
the bank was not negligent in collecting this cheque which 
on the face of it did not in any way arouse its suspicion. 

(ii) If a customer opens an account with cash and there is 
nothing suspicious about the manner in which the account 
was opened, .the fact that the bank made no inquiries 
about the customer would not disentitle the bank to the 
protection given to it by section 131 of the N. I. Act. 

(Hi) A bank may be negligent in not making inquiries as to 
a customer on opening an account. However, it is not 
obligatory upon a bank to make inquiries as to the 
respectability of a customer in order that it should avail 
itself of the protection under section 131 It would 
depend upon the facts of each case and the citcurustances 
attendant upon the opening of the account whether an 
inquiry as to a customer was necessary and called for 
or not. 

(iv) There is no absolute and unqualified obligation on a bank 
to make inquiries about a proposed customer. It will be 
sufficient if the customer is properly introduced, i.e., the 
' bank should act on the reference of some one whom it 
could trust. In this particular case, the bank was given 
a proper reference with regard to the customer and it was 
, not obligatory on the bank to make any further inquiries 

about this customer, and in having failed to make any - 
such inquiries they are not guilty of negligence. 

(u) There was ■■ ank's part in collecting the 

cheque and ■ ' : I to protection under section 
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131 of the N. I. Act and is not liable fo the plaintiff fc 
conversion. 

The case against the bank was dismissed with cost. 

4. J. G. Robinson Plaintiff-appellant. 

-vs.- 

Central Bank of India Ltd. Defendant-respondents. 

Facts of the Case: 

A cheque for Rs. 2361-12-0 was dravm on behalf of the 
plaintiff (J. G. Robinson) by his constituted attorney in favoui 
of the Corporation of Rangoon. The attorney sent the cheque tc 
his clerk, one M. S. Shah, with instruction to hand over the same 
to the Corporation. Mr. Shah forged the endorsement of the 
Corporation and tendered the cheque to the respondent bank for 
collection in an account opened by him in the name of minor 
daughter Savitabai as her natural guardian. The cheque wa; 
collected and the proceeds were drarvn by Shah who later or 
absconded. "VVhen the Corporation of Rangoon demanded of the 
plaintiff payment of the taxes, the fraud was detected. The 
plaintiff sued the bank for conversion of the cheque and claimec 
money. 

-The Trial Comt: dismissed the suit and so the appeal. 

Foinis for Decision : — 

^ Whether the bank collected the cheque in good faith anc 
without negligence to obtain protection under section 131 ol 
the N.I. Act. 

Decision : 

The most casual perusal of the cheque ought to have arousec 
suspicion and putfhe respondent bank on inquiry as to the genuine- 
ness of the endorsement on behalf of the Corporation of Rangoon) 
for it was crossed cheque drawn in favour of a public body anc 
tendered by a mere clerk for collection and payment into a sraal 
savings bank account opened by the derk in favour of an infani 
•of whom he was the guardian. 

If banks, for fear of offending their customers, will not make 
inquiries into unusual circumstances, they must take, with the 
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benefit of not annoying their customer, the risk of liability, because 
they do not inquire. 

For the above reasons the respondent bank was gnilfy of 
negligence in receiving paj’ment of the cheque for Savitabai and 
the plaintiff’s claim was decreed with costs in both the Courts. 

5. Champion Automobiles Ltd. Appellants.' 

-vs.- 

Travancore National Bank Ltd. Respondents. 

A. I. R. 193S Madras 77 (1937) 2 Madras Law Jomrnal 817. 

Facts of the Case. 

The appellants opened an account with Travancore National 
Bank Ltd., Madras, and there was a rule that the bank reserves 
the right to close any account without reference to the depositor. 
The account of the appellants was not being operated satisfactorily. 
So the bank closed the account and returned to the account-holders 
their balance by a payment order. In the meantime the account- 
holders drew a cheque, which was returned by the bank on the 
ground “account since closed”. In the circumstances the plaintiff 
sued the bank for damages for dishonouring the cheque, as the 
account was closed without giving them reasonable time. 

Points for Decision: — 

It is the practice that the bank may close an account after 
giving the customer a reasonable notice. But here that notice was 
not given. So it is to be decided whether the bank can close an 
account without giving prior notice. 

Decision ; 

The rule gave the" bank the right to close the account at any 
time, without giving the plaintiff prior notice. 

The appeeJ was dismissed with costs. 

Note : ^ . . 

The rule authoiizing the bank to close any account with- 
out reference to the customer was in the nature of a con- 
tract behveen the parties and so it was binding upon the 
customers. 

6. Rochaldas Gidoomal & Co. ■ Plaintiffs. 

-vs.- 

The Mercantile Bank of India Ltd. Defendants. 
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Facts of the Case: 

One Verhomal, a partner of the plaintiff requested the 
Mercantile Bank of India at Colombo to telegraph to their agent 
at Karachi a sum of Rs. 3,500/- in favour of Rochaldas Gidoomal 
& Co. 

The plaintiffs were indebted to the bank under hvo dishonour- 
ed bills The defendants did not pay the plaintiffs at Karachi the 
telegraphic transfer, but instead set it off against fte adjustment 
of their prior indebtedness by enforcement of "general lien”. The 
plaintiffs sued them for the payment of the telegraphic transfer 
and claimed, in addition, a damage of Rs. 100/- for wnthholding 
payment. 

Decisioji : 

The Judicial Commissioner held that the sum of ^telegraphic 
transfer could not be considered to have been deposited with the 
defendants as bankers. The transaction was the sale of a tele- 
graphic transfer entered into for the purpose of speedy transmis- 
sion of funds to Karachi. The plaintiffs were not depositors but 
vendees and the defendant bank as vendors were bound to deliver 
what they sold. The sum of Rs. 3,500/- was paid for a specific 
purpose and could not be set off in exercise of the right of a 
banker's lien. 

His Lordship admitted the plaintiffs’ claim for Rs. 3,500/- 
with costs but negatived the claim of Rs. 100/- for damages. 

Note: 

This decision holds that where money is handed over to 
a bank for transmission to another place and the bank 
issues a demand draft or telegraphic transfer the money 
must be deemed to be held by the bank under a special 
contract w'hich excludes the banker’s lien. 

7. L. Pirbhu Dayal Plaintiff-applicant. 

-us.- 

Jawala Bank Ltd. Defendants-opposite party. 

Facts of the Case : 

The plaintiff was a customer of the defendant bank. A 
cheque, purporting to have been signed by the plaintiff, was 
presented at the bmik and the cheque was honoured by the bank. 
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When the plaintifi found that his account was debited with the 
amount of the cheque, he contended that he did not draw any 
such cheque and claimed the money from the bank, which the 
bank refused. The plaintiff thereupon brought the present suit. 

It was contended by the defendant that the plaintiff did not 
hcep the cheque book in proper custody and took protection under 
a rule of business which ran as follo\vs: 

"Constituents should keep all blank cheque forms under 
lock and key, otherwise the bank is not responsible for 
any loss in this coimection.” 

Decision : 

His Lordship allowed the plaintiff's claim on the ground that 
the loss in the present case is entirely due to the negligence of the 
employees of the bank in not comparing the signature on the forged 
cheque ivith the specimen signature of the plaintiff. 

Dote for cTBankerx 

A bank cannot be e.\onerated from the liability of loss by 
making pa3Tnent of a forged cheque on the ground that the 
customer was negligent in keeping the cheque book in proper 
custody. But a banker may be entitled to debit his customer's 
account even in the case of the forgery of the customer s^ signature 
as drawer where adoption or estoppel can be pleaded against him. 

8. Punjab Industrial Agency Ltd. Defendant-appellants. 
-vs.- 

Mercantile Bank of India Ltd. Plaintiff-xespondents. 

(I.L.R. 11 Lahore 667 A.I.R. 1930 Lahore) 

Fads of the Case: 

M/s. Sukbdeo Singh Joti Prashad had an overdraft arrange- 
ment witli the Mercantile Bank of India, Delhi. They drew a 
cheque on the said bank for Rs. 2,000/- in favour of the defendant 
The firm Sukhdeo Singh Joti Prashad countermanded paj^jent of 
the cheque. But in spite of the stop-payment instruction^ fie 
cheque was paid to the defendant. The bank after discoverinsr 
tlic mistake demanded of the defendant refund of the njon ^ 
which the defendant refused. So the present suit broinZ’ 

The plaintiffs’ claim was upheld m the lower court. He case 
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then taken up in second appeal to the High Court and the lower 
court's judgment was reversed. 

Decision : 

There was no eqmty in asking a man to refund the money 
received by him to which he was entitled as the mistake, if any, 
had arisen entirely through the negligence of the bank. The 
holder of the cheque was entitled to know on presentation of the 
same whether the cheque was going to be paid or dishonoured. 
If he received the payment he was entitled to proceed on the 
assumption that the debt due to him by the drawer had been 
pro tanto discharged and in this particular case he did so and 
credited the draw’er with that amount. 

9. Benares Bank Ltd. Plaintiff-appellants. 

-vs.- 

Prem & Co. and others. Defendant-respondents. 

(A I.R. '37 Allahabad 255: '37 Allahabad Law' Journal, ISO) 

Fads of the Case : 

M/s. Prem & Co. of which Premnath Bhargava and his wife 
Mt. Sheelwanti were represented to be the proprietors, made an 
overdraft arrangement for a sum of Rs. 5,000/- with the Benares 
Bank against securities of 50 shares of Central Bank of India Ltd., 
lodged wuth the bank supported by a transfer deed signed in blank 
by jMt. Sheelwanti. 

The plaintiff bank instituted the suit for the recovery of its 
dues from M/s. Prem & Co., Premnath Bhargava and Mt. 
Sheelwanti. The Trial Corut granted decree against Prem & Co., 
and Premnath Bhargava and dismissed the claim against Mt. Sheel- 
w'anti on the ground that the pledge of those shares was not vahd 
and she was not liable for the overdraft. 

The plaintiff bank proceeded against that decision to the High 
Court relying on sec. 237 of the Indian Contract Act which read, 
"when an agent has, \%ithout authority, done acts or incurred 
obligations on behalf of his principal, the principal is bound by 
such acts or obhgations if he has by his w'ords or conduct induced 
such third person to believe tliat such acts and obligations were 
within the scope of agent's authority'”. But the Hon'ble Judge 
dismissed the suit against Mt. Sheelwanti. f 
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Decision : 

t There was no relationship of principal and agent between 
Premnath Bhargava and Mt. Sheelwanti ; the husband had no right 
whatsoever to deal \vith wife’s shares and the bank could obtain 
no title to them. 

■ Note : 

- - A banker must ascertain to his satisfaction that the pemon 

who pledges the shares must have tlie right to do so. If 
he has no title to the shares he pledges with the bank, 
the latter has no recourse against the genuine owner. 

10. Secretary of State Appellant. 

-vs.- 

. Bank of India Ltd. Respondents. 

(65 Indian Appeals 286: A.I.R. 1938 Privy Council _191) 

"A lady named Gangabai was the endorsee and holder of a 
Government Promissory Note for Rs. 5,000/-. A broker named 
Acharya, having possession of the note on the lady’s behalf, 
forged her endorsement on it in his favour and endorsed it for 
value to the respondents. The respondents acting in good faith 
applied to tire Public Debt Office under the Indian Securities Act, 
1920, to have a renewed promissory note payable to them issued in 
exchange for the note which the respondents gave up in exchange. 
The lady, on becoming aware of the fraud practised by Acharya 
and the dealing with her note on the part of the respondents and 
appellant, which constituted a conversion of her property by either 
or both as well as Acharya, sued the appellant for conversion and 
recovered the appropriate damages. The appellant brought the 
present action against . respondents claiming to be indemnified 
against the loss thus sustained by him on the principle that Public 
Debt Office had. issued the renewed note at the request of the 
respondents and W'as accordingly entitled to be indemnified'against 
the damage resulting from the fact that what had been done in- 
volved an inquity into a third party’s rights. So far as the renewed 
note was concerned, it was rightly accepted on both sides .before 
their Lordships that it constituted a new contract between the 
Government and the respondents, which was not affected by the 
circumstances under which it was issued.” 
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Decision ; 

Their Lordships of the Privy Council observed as follows: 

(i) Under the Indian Securities Act, 1920, the Public Debt 
Office could insist on an indemnity before renewing the 
promissory note. But it is not necessary that they should 
do so in every case and their omission in this respect did 
not deprive the Government of the indemnity implied 
under the Common Law from the person at whose request 
a Government promissory note was renewed. 

(»7) The statutory provision to demand an indemnity before 
renewal of the promissory note did not exclude the 
common law right of implied indemnity. 

(Hi) From the standpoint of enquiry the respondent bank, 
which purchased the note bearing forged endorsement for 
profit, should bear the loss, and not the Public Debt 
Office, which performed its statutory obligation in a 
ministerial capacity by compl 3 dng with the request for 
renewal made by the respondent bank. 

Note : 

(a) Forgery confers no title. A person who has got renewed 
in his name the promissory note, is bound to indemnify 
the Government against any claim made by the genuine 
o\vner of the original note. 

(h) A renewed note constitutes a new contract behveen the 
Government and the person obtaining valid title to it. 
Forgery of the original note will not affect the valid title 
of the latter to the renewal note. 

11. Kunhunni Elaya Nayar Plaintiff-appellant. 

-vs.- 

Krishna Pattar and others Defendant-respondents. 

(A.I.R. 1943 Madras 74: 1942(2) Madras Law Journal, 1920) 

The matter' came up for decision before a Bench of the High 
Court, who decided as follows: 

“We think that when a person delivers a share-certificate 
to another to be held by him as security, there is under the 
law of India a pledge which he can enforce and itniess the 
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13. In the case Dulichand vs. Ja^vala Prosad & Sons it was 
held that the banker advancing money against raihray receipt, 
sent to him for collection of money from the consignee, does not 
become a bailee of the goods thereby, having the duty to take care 
of the goods unless he takes possession of the goods covered by 
the railway receipts. 

14. Mercantile Bank of India Ltd. Defendant-appellants, 
-m.- 

Central Bank of India Ltd. PlaintiS-respondents. 

(I.L.R. 1938 JIadras 360 : A.I.R. 1938 Privy Council 52) 

Fads of the Case: 

C. K. Narayan Iyer & Sons, dealers in groundnuts in Madras, 
made overdraft arrangements with the Mercantile Bank of India 
Ltd., and Central Bank of India Ltd., at Madras, against pledge 
of railway receipts. According to the practice the bank’s godown- 
keeper used to clear the goods and store those in the bank’s 
godown by surrender of the relative railway receipts. Sometimes 
the bank’s godown-keeper, in order to avail himself of the mer- 
chants’ services, used to hand the railway receipts back to the 
merchants only for the specific purpose of clearing the goods from 
the Port Trust and storing them in the Bank’s godown. The rail- 
way receipts, which were thus handed back to those merchants 
by the Central Bank were misused for securing advances from 
the Mercantile Bank of India for the second time. Later on, the 
fraud was detected. There ■was a difference of practice between 
the two banks. The Mercantile Bank of India used to put the 
stamp of the bank on the railwa}' receipts pledged •with them, 
whereas the Central Bank of India did not follow such a procedure 
but parted with the railway receipts without any stamp whatsoever. 

It was contended by the appellants that the Central Bank of 
India did not do anything whereby the appellant could be put on 
enquiry' as to whether the railway receipts were pledged with the 
Central Bank and so thej' could not be held responsible for con- 
version of the commodities secured by railway receipts. 

Decision: , 

It was held that the respondents having obtained a valid 
pledge of the goods from the merchants by the pledge of the 
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receipts did not lose their rights as pledges by what the merchants 
then did when they purported to pledge the goods with the 
appellants. 

Further it was held that the question of estoppel could not 
arise, as the respondents did not owe any duty to the appellants 
. in this connection. 

The appeal ^^■as dismissed with costs and the Central Bank of 
India won the case. 

15. Julio Mascarenlias and others Appellants. 

-vs.- 

Mercantiie Bank of India Ltd. Respondents. 

Fads (?/ ihe Case: 

' In 1914 the appellants, at that time residents of Goa, entrusted 
one Fernandes with the collection of interest on certain securities 
on their behalf. Jlr. Fernandes remitted the interest regularly 
for some time and tlicn he defaulted. It was later on detected 
' that the securities were transferred in Fernandes’s favour by 
' forged endorsements and Fernandes pledged those securities wth 
the Alliance Bank of Simla. These securities were later on issued 
in the name of the Alliance Bank of Simla clear of all previous 
endorsements. Thereafter Fernandes transferred his loan account 
to the Mercantile Bank of India, in whose favour those securities 
w’ere then endorsed by the Alliance Bank of Simla. The forgery 
having been detected in 1923, the appellants instituted the suit 
against -Fernandes and tlie Alliance Bank of Simla. The action 
was defended by respondents only. 

The appellants got a decree in the Trial Court, but it was 
reserved on appeal and tliey preferred the appeal to the Privy 
Council. 

Decision : 

(1) The renewals of the original securities on which the 
endorsements were forged constituted a new^ contract 
between the trustees of debentures and the Alliance Bank 
of Simla and were transferable by endorsement. 

(2) There was no irregularity in the transfer of the renewed 
securities to tire respondents which could have put them 
on inquiry. - 
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(3) The respondents were holders in due course under section 
9 of the N. I. Act and therefore protected. 

So the appellants had no valid claim against the renewed 
securities in their possession and the appeal was dismissed with 
costs. 

16. Bank of Baroda Ltd. Defendant-appellants. 

-vs.- 

Punjab National Bank Ltd. & 

others. Respondents. 


Facts of the Case: 

One Mr. Ghose had an account with the Bank of Baroda, 
Calcutta, and had an overdraft arrangement rvith that bank on 
the guarantee of one Mitter, who had an account with the Punjab 
National Bank Ltd., Calcutta. Mr. M. P. Amin was the ^lanager 
of the Bank of Baroda, Calcutta and Sir. Bhagwan Das of the 
Punjab National Bank, Calcutta. On a particular day, i.e., I3th 
June, '39, Sfr. Mitter brought to the Punjab National Bank two 
cheques drawn by Ghosh on the Bank of Baroda, each marked 
"good for payment up to 20th June, 1939" under the signature of 
Mr. M. P. Amin, Manager of the Bank of Baroda. One such 
cheque was for Rs. 1,35,000/- and another for Rs. 1,40,000/- each 
dated 13th June, 1939. ilr. Mitter wanted to overdraw his 
account with the Punjab National Bank up to Rs. 2,40,000/- 
against those cheques but Bhag\van Das told him that he wanted a 
cheque the date of wWch was the same as that on which payment 
was to be made. Slitter then took away the cheques and returned 
a little later on the same day with one cheque dated 20th June, 
1939, drawn by Ghosh on the appellant bank in favour of hKtter 
or order for fe. 2,75,000/- and marked good for pajment on 
20.6.39, rmder the signature of Mr. M. P. Amin on behalf of the 
Bank of Baroda. Against those cheques Bhagwan Das gave Mitter 
credit for Rs. 2,40,000/-. 

In the meantime the management of the Bank of Baroda got 
scent of such irregularities and suspended Mr. Amin on the 19th 
June, 1939, and cancelled his Power-of-Attomey on the 20th June, 
1939. The cheques in question were presented over the counters 
of the Bank of Baroda and were returned under the ground "uot 
arranged for". 
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line 3’iitjjab National Bank sued the Bank of Baroda for tlic 
pttymeni of tin* money and obtained the decret;. On appeal that 
decision «*;{<, ronfiniHni by the Chief Justice. The appellant pre- 
feriffl this appi-al to the Privy Council, who gave decision as 
follows ; 

Demhn : 

' {!) Maiking or ccrtilkalion is neither in form nor in effect 

an acceptance of which the holder or payee can avail 
himself. 

(2) A custom hoi! grown up among banlccrs themselves of 
marking cheque's as good for payment for the purpose of 
clearance by which they become bound to each other. 
This practice seems to be simply that after clearing hours 
a cheque prest-nted for clearing may bo marked and then 
be paid on the nc.v{ day when clearing business is 
resumed. Tiro certification or marking cannot, however, 
1)0 identified with an acceptance, the clTcct of whicli is to 
create a negotiable liabilitj'. 

(3) There was no sufficient evidence in the ca.se to justify 
finding of a custom to identify ccrtificarion with accept- 
ance. However, liiere was evidence to the effect that it 
wa.s unusual to certify Post-dated Cheques and indeed ' 
that it was almost unknown. 

(4) There was neither privity of contract nor any considera- 
tion passed Irclwccn the appellant and the respondent in 
respect of the certification on the cheque. As the certi- 
ficate w'as not negotiable as an acceptance in the proper 
sense, the respondent bank could not be considered as a 
bolder in due course of the certified cheque. 

(5) If the cheque Irad not been post-dated, the certification 
might also be held to include a representation as to the- 
then sufficiency of drawer’s account. But as the cheque 
w'as not due for pajanent until seven days later, a repre- 
sentation as to the-then position could not go far. The 
promise might be revoked or disowned. 

(6) The authority of the manager did not extend to certifying 
the post-dated cliques. 
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(7) A court of law has to decide a case according to law and 
not on grounds of banking ethics or etiquette or good 
banking policy as a matter of business. 

Held: jor the above reasons the appeal was allowed with costs. 

{In the East Punjab High Court) 

17. Juj Sports Limited vs. The New Bank of India Ltd. 

Achhru Ram J. 

July 2, 1948. 

Facts of the Case: 

The petitioners were canying on sports-business in the citj’ of 
Sialkot. While they were carrying on business at Sialkot, the 
petitioners used to hand over for collection to the Sialkot branch of 
the New Bank of India Ltd., their bills dranui on their several 
customers. The bank suspended payment on 26th September, '47. 
From 15th March, '48, a scheme for a re-constructed management 
of the bank was sanctioned. By Clause 4 of that scheme the 
amount of deposits or any other claims or dues to the credit of 
each customer as on 26th September, '47 or on such later date of 
it, the liability may have arisen in favour of such creditor, has 
been reduced by 20% and the balance of 80% has been made pay- 
able by instalments. The bank realised some bills on account of 
the petitioners whereupon the petitioners asked for refund of the 
bill-proceeds, as, according to them, the bank, in such a case, was 
holding the money as trustee for the customers. 

Decision ; 

Where a cheque or a bill or any other document is entrusted 
to a banker by a customer for collection, the former receives the 
cheque or the bill or the other document, and collects its amount, 
as an agent for the latter. WTiere a banker has, pursuant to the 
instructions, express or implied, of the customer credited the pro- 
ceeds of the cheque or the bill or the other document entrusted 
to him for collection to the account of such customer, the parties 
stand, as from the time of his doing so, to each other in the 
relation of a debtor and creditor. This rule, however, does not 
^pply where the banker had suspended his business before the 
receipt by him of the amount of such cheque or bill or other 
document. In such a case, the banker holds the money as 
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for the customer, irrci-pcctiTC aUo|;elher of the considera- 
tion whether or not Uie latter had an account with him on the 
date of thi‘ receipt of the Tnonc3', and whcUicr or not the money 
tsas credited in tlial account. Unless and until the proceeds 
of fucli cherjue, bill or othrr document have t>ccn actutdly credited 
to the customer's account under the latter's espres-; or implied 
authority, the Telxationdiip of ilcbtor and creditor docs not come 
into existence tv'tweeu the hanker and the customer and the fomicr 
holds rurfi proceeds ns tiu* latter’s agent. The mere circumstance 
that llu' cui'tosner was the banker's cotuitituent at the relevant lime 
and had an account with him to which tlie proceeds could have 
been credited is not eiiou:;h to create such relationship. 

A sundiies acc'uint and a suspense account in banking 
phraseology arc intcrehangc.ablc terms. A banker bedding money 
of a per-son in suspense dfies not treat it like an ordinary 
customer's money and (he general rule that a banker is entitled 
to use his cu->tomer's money beciu'ai it is raonc)' really advanced 
to him cannot apply to such money. 

The respondents were ordered by the Court to pay to the 
petitioners in full the Itill-procccds less collection charges and other 
incidental expenses. 
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BANK ACCOUNTS AND AUDIT 

Tiie books of accounts of the bank arc maintained in accordance 
with tlic transactions usually done by it. According to Indian 
Companies Act,* evera' company shall maintain some statutory 
books, viz., share ledger, register of members, shareholders’ index 
book, Dircctois’ minute-book, shareholders’ minute-book, register 
of Directors and managers, register of mortgage and charge and 
annual list of members and summary. Besides these the bank 
generally keeps the followng books: — 

1. Counter receipt book. 

2. Coimtcr painment book. 

2a. Subsidiary book. 

3. Cash balance book. 

4. Main cash book. 

5. General ledger. 

6. Profit and Loss analysis book. 

7. Bill discounted book. 

S. Cheque discounted book, both local and outside. 

9. Foreign bills acceptance book. 

10. Securities register. 

11. Securities register in respect of valuables received from 
constituents for safe custody, 

12. Journals. 

13. Current deposit ledger, savings banks, fixed deposit 
ledger, etc. 

14. Loan ledger. 

15. Inv^tment ledger. 

16. Branch ledger. 

17. Daily balance book. 

18. Stock of printed matters, 

19. Register for letter of credits issued etc. 

20. Bills register inivard and outward. 
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Counter Receipt Book . — ^This book is kept by tbe receiving 
cashier who makes entry as and when he receives money over the 
counter from the constituents. By initialling the counter-part of 
the paying-in-slip the cashier acknowledges the amount. In order 
to be sure that all moneys received over the coimters are duly 
entered in counter receipt book the paying-in-slip should be passed 
through the hands of more than one person who will enter the 
amount in their respective books. After that the paying-in-slip 
should be countersigned by some responsible othcer of the bank. 
One separate book is maintained for cheques received for collection 
on behalf of the customers. 

Counter payment hook is kept by the paying cashier who 
makes entry in this book as and when he makes pa3mient in the 
counter. The details of the payment are entered in the books 
and particulars of notes and coins, etc. are noted on the back of 
the cheques or drafts against which cash payments are made. 
After payment of the cheques the paying cashier makes his initial 
on the face of the cheque. According to the volume of business 
the number of paying and receiving cashier is determined and in 
some cases when the cash transaction is small the work of the 
paying and receiving casliier is done by onq person and in that 
case one counter cash book is maintained instead of separate books. 

Wlien a cheque is presented in the counter for payment, a 
token is given to the counter in acknowledgment of the receipt 
of cheque. The clerk after making entry in the token register 
forwards the cheque to the ledgers where specimen signature is 
verified and after verification it is entered in the Jedger. The 
Passing Officer, being sure about the correctness of the entry of 
the ledger-keeper, sends the cheque to the manager or accountant 
or other authorised officer for final payment-order through Some 
balance-book where the balance of the account and the amount 
drawn are mentioned. From there the cheque goes to the counter 
for payment and if there is any irregularity in the cheque, the 
cheque is returned after surrender of the token. 

Wfiien the day’s transaction is over, the daily receipts and 
payments, whether cash or transfer, are entered m two more sub- 
sidiary books. The subsidiary cash books are classified according 
to the ledger. Sometimes for each current ledger one subsidiary 
book is maintained and sometimes two or three ledgers’ transac- 
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tions are entered in one subsidiary book. 

rC- received over counted ^or coUrfon^it 
is sorted: which one is to be collected J 

svhich one is to be collected m ^ clearing 

tained to record cheques which are to be coUectea mr b 

balance book is maintained by the cashiers m order to 

ascertain the day-to-day cash position. ^ of cash which 

Main cash book starts with the openmg bdance f 

reJns at the close oi transactions of tSter ^h « 

of the subsidiary books, both debit and credit, whether cas 

transfer is entered in the cash books. The o&er ^ 

ments are also entered. The total of the daily ^ 

items is recorded in this book. After all of 

book is balanced and the balance will agree with 

7m separate Bill Registers are ^ 

tainad, on/ for Inward BiUs and dro oftar for On^* 
received from vanous customers. The details °f 
recorded in this book including drawer, *awee 8 ^ y 

be collected, amount, tenor, etc. When the bdls am coIkcW^^J 
’Will be entered in the register and one responsible P® 
initial his name in the column specified for that P^= 5 

of its collection and due credit in the respechve 
responsible person should scrutinise the Bill Re^ ers o ^ 

in order to satisfy himself that no bills remamed 
long time without any reminder from the depa^ent con 
If circumstances require there may be a bill paya e 
which the details are recorded of all bills accepted ^ 
by the bank. This book is to be checked so that no 

ment is made. _ xpenses 

The bank generally issues pay-orders m respect of au p ^ 

payable by the bank. In that case a Pay-order Issue 
be kept. At some intervals the list is to be made for 
ing pay-orders and the balance should agree with general 

balance. , . from 

Previously remittance was facilitated by drarwg ® ^ fs 
one place to another, but at present, besides hundis, rem 
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made by bank by issuing draft from one branch to another at 
nominal charge and cash-transfer has, to a great extent, diminished 
in comparison will past times. As every branch of the bank 
issues drafts on another branch, these inter-branch transactions are 
made through Head Office or Central Office a/c, because for every 
branch, it is not possible to maintain a/c with other branches of 
the same bank. The reconciliation of Head Office or Central Office 
a/c with that of the branches is to be made at regular intervals 
and it should be scrutinised and enquiries should be made for any 
unusual debit or credit. 

Journal . — ^It is a book through which transfer entries on recti- 
fication of errors are made. Generally all closing and adjustment 
entries are made through this book. 

General Ledger . — ^The posting of the Main Cash Book and 
journal is made in this book and the balance of this book when 
entered in a sheet of paper will be the trial balance which will 
show the actual position of the bank. 

Profit and Loss Analysis Boofe.— iproffl the name it implies the 
book in which the details of all Profit and Loss items are mention- 
ed, namely, interest, commission, incidental charges, establishment, 
rent and taxes, etc. The daily balances of the Profit and Loss a/c 
both debt and credit, are posted in the General Ledger and the 
details of these balances are posted direct from the main cash book 
in the Profit and Loss anal3/sis book. 

Bill Discounted Booh . — It is a book in which the details of 
all bills discounted are entered. The bank gets a commission for 
discount of the bills which wiU mature on some fixed date. By 
premature discounting of the bills the banks help the business- 
men with finance. Before discounting the bank should, first of all, 
judge the financial stability of the drawer and drawee of the bills. 
'When a bank discounts a bill of exchange, the whole of the dis- 
count is credited to a discount a/ c. At the date of financial closing 
some bills may not have matured and in that case the whole of the 
discount which was credited to discount a/c cannot be said to have 
been earned in that period. The unexplained porbon of such dis- 
count is carried fonyard by transferring the amount to rebate on bills 
discounted a/c which will have to be shown as a liability in the 
Balance Sheet and in the next year it will have to be transferred to 
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Cheque Discounied Book — book is maintained in wliich 
the details of all cheques discounted are recorded. The book 
should be scrutinised at some interx-al in order to see that no 
unusual delay is made in collection of the cheques. Before dis- 
counting a cheque the bank should judge the party. Unknoum 
person's cheque must not be discounted at all. 

Foreign Bills Acccpiancc Book — ^This is a book Avhere all 
foreign bills accepted on behalf of its customers arc recorded. As 
the parties are unkno\ra to each other the bank accepts the bills 
at the request of its customers in order to facilitate the transac- 
tion. As the bank will be liable to pay, the bank does not accept 
the bills unless the full security is pledged to the bank b\’ the 
party for whose benefit the bank accepts the bill, in this book 
the details of the bills and the particulars of the security lodged 
are recorded. Before pa3'ment of the bills, the banl: generally does 
not pass an5' entry in its book. At balancing time, the bank’s 
liabilities in respect of all foreign bills accepted on behalf of the 
customers but not paid, will have to be ascertained. Against this 
liability the bank has full securities pledged with it. So practical!}' 
the bank is fully secured of its liability in this respect. However, 
this liability is shown in the Balance Sheet under the heading 
'Liability fay Acceptance or Endorsement from Customers” and 
the corresponding amounts are shown in the asset-side of the 
Balance Sheet imder the heading of ‘Liability of Customers on 
Acceptances per contra'. This will not affect the agreement of the 
Balance Sheet as the amounts in both sides are equal. 

Secuniies Regssler. — ^This book records all securities against 
which loans are granted. The particulars of all securities are 
recorded in this book as and when loans are granted. 

Security Register in respect of Safe Custody Deposit.— The 
details of each and every deposit are to be recorded in this book. 
When parting mth the securities the initials of the depositors are 
to be kept in this very ledger in the colunm specifically meant for 
this purpose. 

Current Account Ledger. — This is a ledger wherein the 
deposits and withdraw'als of each customer are recorded as and 
when the customer deposits or mthdraws money. The ledger is ^ 
mled with columns; viz., date, name, deposit, withdrawal, 
balance, initial and product. The name, address and description 
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of each account are mentioned at the head of the account. In case 
■of overdraft the limit and securities also are noted. Generally a 
bank of importance has to maintain several current deposit ledgers 
and in tliat case each and every ledger should be kept in a self- 
balancing system in order to facilitate the detection of errors. 
Current ledgers should be balanced at the end of every week and 
the total of the balance of all accounts will agree with General 
Ledger balance. If the ledgers are maintained in self-balancing 
system and the balance of all ledgers does not agree with the 
General Ledger balance, then at a first glance it can be ascertained 
in which ledger there is the discrepancy, and if that particular 
ledger is checked the error will be detected. But if the ledgers are 
not maintained in self-balancing system it cannot be ascertained 
in which ledger there is the discrepancy and in that case all ledgers 
are to be checked to find out the error. 

Savings Bank Ledger and Fixed Deposit Ledger contain an 
account of each deposit, the rate of interest and in case of fixed 
deposit the date of maturity is noted in the ledger. These deposit 
' ledgers contain an interest column in which interests are accu- 
mulated at regular intervals, say, half-yearly. 

Loan Ledger. — ^This book contains the ledger accoimt of all 
persons to whom loans are granted. Tlie terms of loan, securities, 
date of repayment, etc., are noted in this book. 

Investment Ledger, — It is a book where the separate account 
of the bank’s each and every investment is recorded. The book 
should be columned in such a way that the face value, cost price, 
date of interest receivable, date of repayment of the investment, 
etc., can be recorded in a distinct way. 

Branch Ledger. — ^This book is usually maintained by Head 
OfBce where separate account of each and every branch is opened : 
all inter-branch transactions are posted in this book. 

Daily Balance Book. — In order to ascertain the daily position 
of the bank this book is maintained where the total of General 
Ledgers is recorded in a Balance Sheet Form. 

Stock Register of Printed Materials . — ^As the bank consumes 
a huge quantity of printed matters and stationery the details of - 
oach account should be maintained mentioning in and out. 
Before placing any order, quotations should be obtained from 
two or three dealers and orders should be placed with the dealer 
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■whose tender is the lowest. The control of stationery should not 
be vested in a single person and again the despatch of printed- 
matters and stationery to the branches should be checked by an 
independent person before they are booked. 

These are the books which a bank usually maintains. Besides 
these, the bank may keep other books according to its necessity. 
Some banks do foreign exchange business and in that case they 
maintain other sets of books. I 

At some intervals the pass books should be checked mth 
ledger accounts by some responsible of&cer. The pass books must 
not be handed over to the customer with the signature of the 
ledger-keeper. One responsible officer should make his initial in 
the pass book. ^ 

If we consult the Profit and Loss account of any bank, we 
shall find that establishment charge is one of the big expenditures 
of the bank. The management should see that there is not any 
loophole in this department and the responsibility is not entrusted 
to one single officer. The allocation of duty should be entrusted 
to more than one officer and before any amount is debited to this 
account, it must be internally checked. 

Another big expenditure is interest on deposits. The method 
of calculation and payment should be internally checked. 

As the bank deals with the public money, its prosperity 
depends on the public faith, and public faith cannot be gained 
without efficient management and thorough internal checking. 

Bank Audit 

The functions of the bank are multifarious. The bank does 
many functions either for its own earnings or for the interests 
of its constituents. So detailed checking in ah its spheres is not 
possible for a bank auditor. Before taking up the audit of a bank 
the auditor should, ffist of all, ascertain the system of internal 
check, wliich is usually carried on by the bank's own staff. He 
should be satisfied that there is some sort of checking in respect 
of every transaction carried on by the bank. As bank handles 
cash transactions, the morality of the staff should be preserved 
at the highest degree and that morality, to some extent, depends 
on the system of internal check. If each -and every transaction 
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passes through three or four hands, the chance of the misappro- 
priation is lessened and that also cannot be done -srithout any 
collaboration and if any crime is done in collaboration that crime 
must be out to-day or to-morrow. K the auditor is satisfied with 
the system of the internal checking, he may depend to some 
extent on drat checking. After visualising the whole system he 
wll fix up his audit programme. 

The main points in respect of bank audit are : 

(а) To verify the cash balance on the last day of the financial 
closing either by actual counting or weighing or. partly 
by one way or partly by another. 

(б) To ascertain whether all cheques included in the cash 
balance arc subsequently cashed and accounted for. 

(c) Stamps in hand or stamped paper in hand also are to 
be checked. As it is a minor point, some auditors 
ignore it. 

(ti) Bank Balance ^To check pass books of other banks with 

the bank ledger is not sufficient. The auditor must obtain 
the certificates of the respective banks in support of the 
deposits held with them. 

(c) Security . — ^Verify the Government securities and other 
investment in shares, etc., with investment ledger or 
schedule in which all details of the investments are to be 
recorded. If, on the' date of inspection, some investments 
are sold or in any other way disposed of, ascertain -whether 
all such investments are actually in -the custody of the 
bank at tlie date of the financial closing. Being satisfied 
on this point, the auditor should enquire into the basis 
of the valuation. The basis of valuation should, in all 
cases, be cost or market price whichever is lower. If 
the market price goes down, please see whether proper 
prowsion is made for such depreciation. It may be tliat 
some investments are charged -with some other banks 
against loan, etc. ; and in such a case the verification of 
such investment \rill be by obtaining a certificate from - 
^ that bank speci:^ng that such investments are held by 
them on behalf of the bank whose accounts are being 
audited. ° 
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{/) Re ; Interest accrued but not due on Government or other 
securities, loans and advances etc., check the calculations 
at random and it it is found all right leave the matter. 
See that no interest is calculated on such investments 
whose realisations in your opinion seem to be doubtful. 
For interest which is not tax-free, provision for tax will 
have to be made. 

(g) It is to be seen that income from all investments is duly 
accounted for. 

(ft) Loans and Book Debts Check the balances of the loan 

accounts on the schedule on balance book and see that . 
the total of the schedule agrees \vith the balance of the 
General Ledger. Verify the secmities, pronotes etc., 
against which loans are granted. Take note of the 
pronotes which are time-barred. In case of loan granted 
against Life Policy, surrender value of each policy is to 
be obtained from the Insurance Company. If the loans 
are against immovable properties, see that the Mortgage 
Deeds are duly registered and section 109 of the Indian 
Companies Act is complied with. In case of advance 
" against hypothecation of stock-in-trade, see that stock- 
statements are regularly submitted by the constituent ; go 
through the statement, and ascertain the basis of valuation. 
Compare bvo or three stock-statements and see whether 
the goods are out of market or not. From the operations 
of the account you will be able to form an idea of the 
nature of the accoimt. 

(*) Bills in hand — Scrutinise a few da}^’ transactions after 
the financial closing date and see that they are actually 
in hand ; if not, proper provision is to be made. 

{j) See whether proportionate commission on bills discounted 
but not mature within the financial closing date is "duly 
carried forward according to the basis of the previous 
year. Otherwise profit will be inflated. 

(ft) Debts due by Directors or others . — This should be 
scrutinised and actual position should be shown hi the 
Balance Sheet. In some concerns it has become a practice 
to make some transfer entries at the date of the closing 
and show the debts which are actually in the names of 
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• some Directors or othe’’ interested persons to s6me other 
persons and thereby keep themselves within the Indian 
Companies Act and at the beginning of the new year they 
\vill reserve their previous transfer entries and actual 
position is arrived at. In order to detect such sort of 
transaction, a few days’ transactions after the closing 
^ date, are to be checked. The maximum and minimum 
drawings are to be shown in Balance Sheet. 

(1) See that cash balances are not inflated by showing the 
realisation of clean advances. 

(ni) Verify a portion of the securities held in safe custody with 
the Safe Custody Register and see the procedure of 
handing over the receipt to the party. 

(») See that the funds of the bank are not invested in some 
other concerns where Directors are directly or indirectly 
interested. If it is done, that must be disclosed in the 
Balance Sheet. 

(o) See that the audited Balance Sheets and certified Returns 
of the branches are duly incorporated in the Central Office 
Books. ^ 

{p) Reconciliation of Branch on other accounts . — ^Usually all 
inter-branch transactions are cither passed tlirough Head 
Office account or Central Office account In some banks 
reconciliations arc neglected or the management of the 
bank do not give any importance to this department. 

If the day to day transactions are not reconciled in due 
time and adjustments are kept pending, then a time will 
come when these adjustments cannot be made. Taking 
advantage of slackness on the part of the management, 
the dishonest employees may misappropriate the bank's 
money on a debit of Head or Central Office account, and 
w'hen this will be detected, the real culprit may, no longer, 
be in the employ, of the bank ; of course, it is not the 
duty of the auditor to catch the culprit. The duty of the 
auditor is finished when the recondUation statements of 
the branches are shown to him. 

(q) Check the ledger balances of the various deposits a/c, 
namely. Current. Fuxed, Savings, etc., with the balance 
book and General Ledger balance. If there is any 
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OE MTO TOORV AOT mclia 

diftcr=R», tot dtom.cc 
n.„don, to ttol. The suggeshon ^ 

maintaining to caircnt ledger i 

■’ "rLd'in to Balance Sheet. 

Test at random to calcnlation of the ^ 

a) Check some pass hooks initialled 

to Mger and s^^igors should be given 

by some responsible officer. Sta banded over 

by tbe management that no pass ledger-keeper 

to the customers ^vith the signature of the ledger 

sttements of accounts " mTp^Sb^ 

or current depositors be checked by some P 

'SlMoan or overdrafts received from offier 
have to be checked with the respoctij statemen ^ 
certificate of balance on the date of closing 

obtained. , , - - 1,=. nrovided 

Overdue interest up to the date of closmg is P 
ivhether charged before closing m not. 

See that all outstanding liabilities for expe 

"c^I^Wanccs of to snhsidlary ledger fo agree v* to 

IT"" vvHlto “ 

resolution passed l>y the Board of Directors 
In case of scheduled banks see that the statutory P 
are maintained with the Reserve Bank 
Check the balances of the General Ledger m o 

accounts. ' „,Viirh ar® 

Take a note of all assets and secunhes, wbicn 

written off. , landed 

Proper depreciation on furniture, motor 
property be provided. 


ii) 


(«) 


(u) 

(®) 

(X) 

(y) 

(^) 

(1) 

( 2 ) 

( 3 ) 
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System of maintaining Current and Savings Bank Ledger 

The ledger-keeper- who maintains a particular ledger should not 
be invested with Qie duty of writing the balance book. Again 
ledger-keepers are to be transferred without any previous know- 
ledge at least once a month from this ledger to that ledger. This 
prevents commission of crime with the collaboration of the 
depositors. Again callings of ledgers are to be made by some other 
persons, at least by a person who does not maintain that particular 
ledger. Some responsible person should finally pass the cheques 
after checking the ledger himself. 

Though the auditors are appointed on, behalf of the share- 
holders and they are to report to the shareholders about the 
activities of their Directors, yet they are to look to the interests 
of thousands of depositors and should reveal the correct position. 


Notes on Bank Frauds 

‘ As banking is becoming complicated daj' by day, the 
possibility 6f bank frauds is becoming greater. It will be the duty 
of the 'customers as well as of bank officials to co-operate together 
to prevent such frauds. It is often said that eternal vigilance is 
the price of liberty. Likewise vigilance oVer banking operations 
should be exercised to check the occurrence of bank frauds. To 
prevent such bank frauds a high standard of public morality and 
honesty should have to be developed on a broader base, besides the 
exercise of adequate caution and supervision by the bank-manage- 
ment, and improvement of internal organisation and removal of 
defective procedure. For the fulfilment of the latter objective, 
expert knowledge on banking matters is required of the bank- 
officials. But knowledge, like a double-edged weapon, may be 
used as well as misused. Vnien'this knowledge is abused by a 
bank-official, it is equivalent to a breach of trust and duty of super- 
vision. Shortcomings of such a nature may be overcome by the 
inculcation of the principles of good conduct and ethical standard. 

Banking frauds take various forms. It is not possible to 
exhaustively deal with the devilish devices, adopted by unscrupu- 
lous persons to defraud the banks; Some indications as to their 
nature may provide us with certain clues for checking them as 
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far as practicable. Sometimes banks are defiranded by ihe forging 
of the signatures of the customers in collusion with bank- 
employees. The dealing clerks maj^ remove the genuine specimen 
signature card of a customer from the specimen signature bos and 
replace it by an unauthorised one, which may be shown to the 
supervising officer for the passing of a forged cheque. Tha 
supervising officer may, in such a case, be duped by the dealing 
clerk, in case he has access to the spedmen signature card box. 
It is, therefore, essential that the bank-official takes proper custody 
of the signature card box and properly attests each under his own 
signature before he files it carefully in the box. 

Sometimes an attempt of cheating may be made by writing a 
faked deposit-pay-in-slip, which might incxease the balance of a 
customer and be drawn upon. Besides the counter cash-hook, m 
which all cash deposits and cash pajunents are entered, there 
should be a separate scroll, w'hercin such deposits should be 
carefully entered, so that any such discrepancy may be rightly 
detected. 

Another novel wn-y of fraud is attempted through clearing. 
Suppose ‘A' opens an account with two banks, namely, 'B' and 
'C’. He draws a cheque for Rs. 25,000/- on B, although he has 
no such balance in his account and deposits it with C. C presents 
that cheque for Rs. 25,000/- through clearing and as it did not 
receive hack the said cheque within the scheduled time of 
returning unpaid cheques, C thought the cheque to be paid and 
accordingly permitted A to withdraw' the same amount. A 
absconded ^vith the money. As the cash book did not agree 
ovring to the difference of Rs. 25,000/- in the clearing columHy 
the bank was put on enquiry. On reference to the drawee B, 
it was ascertained that no such cheque was presented. On 
investigation it appears that the cheque was destroyed as soon as 
■ the lot came out of the clearing kouse. 

It is dangerous to allow any single individual employee to 
prepare a voucher, pass it and even to reverse it. If such a 
practice grows up, the hank might have to incur loss owing to 
the dishonesty of the particular employee in such a case. It is> 
therefore, alwajs advisable that the voucher should be prepared 
by one and passed by another officer. Any entij' that is to be 
reversed, should have the prior approval of the manager himself. 
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Sometimes fraud is committed by the changing of vouchers 
by a bank-employee in the following manner: A bank-employee, 
who used to receive cheques for deposit on account of customers 
a^ed the depositors to endorse the cheques in bank. He would 
then put another endorsement on thd back in the name of a 
person, on whose account he used to operate. He would make 
entries of those cheques in the relative pass books and get those 
signed by the officer. He then would replace the depositor’s pay- 
in-slip by another credit slip, made out in the name of that person, 
on whose account he operated. Thus he himself witlidrew the 
money from that bogus account. Such an incident ^vill reinforce 
the desirability of not allowing the ledger-keeper to receive 
cheques for deposits directly from tlie customers.^ Rather cheque 
should be received by another employee who has no connection 
wth the ledger-keeper. Occasionally bogus cheques are mani-* 
pulated to be passed for payment by the forgery of the initials 
of the ledger-keeper and supervising staff. It is necessary, for the 
sake of safety, that the cheques should bear the full signatures 
of the ledger-keepers and supervisors and be duly entered in a 
separate cheque-passing register showing the details of the cheques 
and bearing the signatures of the ledger-keepers and supervisors 
as well, before those are passed for final payment. 

Sometimes the body of a cheque including the name of the 
payee and the amount is erased by chemicals, and new name 
and amount are substituted therein, while the signature of the 
drawer remains in tact. In such a manner attempt is made to 
cheat the bank. During the war such incidents of forgery by 
chemicals took place in quick succession. Sometimes the signature 
of a drawer is forged and if there appears to be a slight alteration, 
it is represented that the drawer is in sick-bed and so needs the 
money. The slight variation of his signature may, therefore, be 
overlooked. In such a manner some withdrawals are made, when 
the bank-official may ask the recipient to furnish a fresh signa-- 
ture of the depositor. The bank may, in good faith, supply to 
him a blank specimen card, which he himself completes in the 
same signature whereby he so long TOthdrew money, and returns 
the same to the bank, which accepts it without demur. Later on, 
it transpires that the new specimen signature is not the genuine 
signature of the depositor himself. The bank-official forgets that 
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the specimen card should have been 
SomeLes an attempt to obtain a double f 

may be made, by presenting once agam a aid- hot:;:; 

already paid but due to the carelessness ol the c^hier . , ^ 

bear the stamp “Paid”. ,4,prTrrnc of bdo^-'',,v 

The aeekiug officer must hot do diSd 

self satisfied about the matter presented to Into on -the < 

bank may have to lose much due to any ^""^^^der certain 
part of the checking officer. The .a xhearing.. 

provocation, take advantage of the ^ balancing": 

officer.. The checking officer must see to - 

regularly, carefully check every item posted m *, jnter- ^ 

leave no space in the column, ^ sing'balance of an -; 

polation after his checkmg, wnte m :books.^andV 

Lount after the checking is J 

^vrite.always in.ink balances of mdii^dual n digit . 

a. ledgerdcceper. m , collusion, wth.his ' was/over,. ■, 

to the previous day’s closing halanM after the officer, .wbo... 

and' got cheques passed on the basis by toe ckec ^ '^ch. ’ 

assiiing toe balance to be correct. 

•cheques from toe .• previous t>alMce .^d^mtoalle 

The same ledger-keeper used- to ink .toe .^gd on toe., 

alter toe,,ffi^e tocoverrtoe amount so should: 

b'ffiandng day:-; ,'A ledger-keeper, handlipg. . ^^-{.lar ledger' in 

. nottoe allowed to. Avxite.the balances, of his ..particffiq 
: the balahce-bobk but ..that should becdone ^y^^°°*f;u„',edger.'.’ 
' is not directly concerned . Avitb.toe.balances of the k v^b^ring 
- Sucl. Wpmc&'miy -ictas.a-cheaduIX,» 

,;wito toe balances of accounts.; '.pie.aieciang officers 

. with'.toe balance-books; until;. topy 

- - and compared toeir figures with, the; General .Ledger , bn ' the 

-It ;is -'furffier.;desirable,.toat. ledgers .should , he ■ ^^gding 

folloi^nng day,: along , with :the -vouchers -P^sed; on top, P 

^y, ;tb .ver^.:toe, conceefaeK of the balances; and-.to. pf . ., - . ^ 

' ■ mUe uiiremittmg..attention .should be ;devofed-for, ■ 

: ■ Miy.?:possibihty ^ bf ; ™g 

.. .• necessary. -to lapply toe; same amoupt ; of caution, whil , v; 
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equcs on behalf of the customers. The cheques should be 
, n ly examined, specially wholhcr^the cheques are crossed or 
i^rossed, order or bearer’ or marked "A/c payee” and whether 
ey arc'propcrly endorsed. If the cheques are not crossed, the 
T claim protection under Section 131 of (he Negotiable 

astrument Act, in case of anj' forged endorsement. So if any 
■nnerossed order cheque is lodged for collection, the dealing officer 
satisfy himself personally after proper inquiry, before such 
^ ^ucque is collected at all. A banker is often required to 
the endorsements of the customers on their cheques. 

^ desirable that before such guarantee is given, the relative 
vot^icrs should l>e examined. Without reference to the vouchers, 
such a guarantee, when misplaced, may land the bank in 
difficulties. 

^Vhilc issuing any letter of credit or draft, the bank officer 
must e.xamine that those documents arc properly perforated and 
relative advices duly despatched. In the absence of perforation, 
s crook may, with the use. of chemicals, change the amount and 
raise it to a higher figure. and cheat the drawee office. The 
drawee office should compare such draft rvith the relative advice 
before making payment. Sometimes banks are victimised by 
certain crooks for tire double payment of drafts in the follov/ing 
nranner. A crook, who purchases a draft sin favour of the third 
P^rtj% may represent to the bank that the draft is lost and 
approach the bank for refund of the purcha.se money. If the 
bank, without reference to the payee and without obtaining his 
consent, refunds the amount to the purchaser and in the meantime 
the payee presents the said draft, the bank is bound once again 
lo make payment of the draft for the second time and thus 
incurs loss. 

The practice of transferring funds from a customer's account 
at one branch to his account at another branch merely by Jetffirs 
(popularly called mail-transfer) signed by one officer was in 
vogue. But such a practice •'is fraught with risks if a sum larger 
than w'hat was intended, is transferred by changing the body of 
the letter -svithout disturbing the officer’s signature. .So it is 
advisable to introduce -pro forma drafts in printed forms, in place 
of mail-transfer by letters, and those drafts and advices should be 
signed by two officers. 
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The bank may have to suffer loss due to faulty advahe^ * 
defects in the securities offered. Advances against- shares _may:he,' 
taken as examples. Cases may happen when the , bank vmay., 
be approached for advances against large blocks of shar^. 
number of shares may be altered and raised to a higher, hgure by. ^ 
crooks Nvith the use of chemicals, while the other poi^dri .of;thj: 
scrip appears as it was. Bank fraud by alteration of the-number . 
of scrips is not infrequent. So it is always advisable not to -make-; 
advances -without first getting the scrips registered in -the ; bank's ; 
name. When tire scrips are sent for registration, any defect - ip-., 
the scrips must be revealed. Similar attempt to cheat the kink,. 
ma3'' be made by forged endorsement on Govemmerit; securities,; 
as well, The bank should, for safety’s sake, refrain from making ;■ 
advances against Government papers unless those are renewed 
at' Public- Debt Office in bank’s name. The hank is often" to 
make 'advances on securities supported by transfer deed ‘ signed ;m 
blank.. If any one, .misappropriating such shares, inay, succeed •, 

. in '.p&nading the ,bank>. to make advances thereagainst, the. bank 
will have no recourse against the genuine oumer of those -iaresr ' 
-he makes any such claim. The bank sometimes may have’-tb ' 
incur loss, in case it does pot sell off the securities of the customer;, 
.who’ do ’not maintain the required margin, -within a reasonable ■ 
:time’ from -the sale-notice served upon such - borrowers. In^case, . 
"the ifiargin falls due to the failure of the bank^ in ’keUing the . 
securities in time, die bank can have no -recourse 'against - the;': 
customer and may have to compensate him for ithe loss.-; - ‘te.'; 
, regards the renewal of Government papers, prompt steps ' should . 
'.be taken f to- fonvard the papers to Public Debt Office. In one . 
insfahee; ■ a public company endorsed a paper in' bank's 'natn'e ; 

- through its properly constituted attorney. Bui the povver-df-: ,, 
.attorney of the' company was not registered with the Pnblic'pebf '• 

- Office. And sometimes after the company went into ■ liquidation, 

; the bank could not arrange- to produce the' -powerkf-attbrney nqri . - 
the .rhinutes of. the - meeting of the 'Board ;granting: the .pdwepof-v 
r attorney and so lost' the. money.'-' = 

Sorhethnes -'banks ' have been found suffering heavy losses,., 
pnvaccp'urit of ad-van'ces beiiig-ihade a'^inst' goods, -sent on . a con;/ 

, si^'ment basis;; Due' to -cafelessriess- on 'the-parf of - the . bahk' .td - 
^-sefutinise properly 'the manufacturer’s invoices,': which; show th^'- ; 
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the goods are on a consignment basis, and for tlieir lack of care 
in ascertaining whether tlie goods have been paid for, some banks 
^lad to part witli the goods they accepted as securities to the impaid 
vendors and had to incur losses. Often the banks are duped by 
advancing against delivciy orders on firms, of which the borrowers 
themselves are the proprietors or partners. A banker should 
examine whether the invoice is in order or genuine. A hides 
merchant dicated a bank by tendering false invoices. While the 
bales of hides contained kid skins, tlic said merchant prepared and 
handed over to the bank invoices which showed the contents as 
goat skins. The skins were of inferior quality but the invoices 
were made out at high prices. WTienever the bank put prcssirre 
upon the merchant to clear the old stocks, he arranged to take 
delivery of the bales at the port towns and managed to send back 
the same through one of Iris representatives, making the bank believe 
that the old stocks have been taken delivery of. The bank, relying 
too much on tire borrower’s owm statement, had at last to pay a 
heavy penalty for its mistakes. 

A banker's path is virtually a path of thorns. There is every 
possibility of his being waylaid if vigilance on his part is, in the 
slightest degree, relaxed. But even the best of judgment will he 
of little avail if the circumstances so adversely develop as to out- 
wit him. A banker is often called upon to help business which 
cannot continue rvithout the basis of trust and how' often trust 
is misplaced. Still a banker is to make headway in the face of 
so many difEculties and odds. 
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Form of Balance-Sheet as prescribed by the Banking 
Companies Act, 1949. 


CAPITAL & LIABILITIPIS 
O.WTAL 

Avmopisjo Capital — 


SlsarcB of Ps. each 

liscEii Capital — 

SlLircs of Rs. ,7...-,. each 


bUF'«:nn!ED Capitai. — 

bh-'res of Rs each 

Atnount cfilt<’d up At Rs per 

rhare ... .. ,,, 

Le's caIIb unpaW 
AJl forf'iU-d shares . , 

flF^rpvt Txmv Atm othfia Rcse«”L'V 

Dfi'O-^rrs A*rj> orriitiB Accoubra — 
Pitet! Pepotjls ... 

Saamp^ BAnlt Deposit*. Current 
Accouot*. Contitsp'ntj Ac- 
coaati. ftCv 

tJo’-roF ini's fmtn oth^’C Jjonlang: 
co'iipani'-'. Ag’Jits etc.: 
ft! in India 
li>) oufeid'' JodiA 
Part sulam; 

(i,‘ fv-cureri ftistitiR: Uic ivsture 

of l-CUFitj^ 

♦ {»; Ctl'ACGreiJ 

31!'" pTyjf'f" 

RiP fir ffop IjTiH 

re' CA f-rt 
fo R-.j-jh!*- in la in 
(!s( PitrUr ..j 

Flth-'f Rihtfiti'ss 

rn ?*tid 

« lb'"' ^ir fiie'irif ^ 

p»irfT' Ai-Ti Lf^ '.i 
V fln/'i isi fWT i->«t luitti.r ‘'’^*■''1 

tdd p"rf*' f '* tjFr 

P-f, tff. 

To >. • t 


Hs. nP. Ps- nP' 
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PHOPJCKTV A. ASSETS 


CA<5n 

Tn E'lrst! find Kcr'crvt' B'lnk 

UTid^ Ststi> Bank (including 
foreign currency notes) 

BUanccs v.ith other bnnks 
ing wiwUicr OR deposit or current 
Recount) : 

(») in Imlia 
(i>) outside India ... 


Mostv AT C.MLt Axo Short Notice 

iNVzSTsfrxTs (stating mode of vnlua- 
tion. j (•.. cost Or market -vnlue) . 

{<) Sccarilies of the Central and 
other State Governments & 
Trustee Securities includ- 
ing Treasury Bills of tlie 
Contnil und State Govern- 
ments. 

(ii) Shares (d.assUying into pre- 
ference, ordinary, deferred 
and other classes of shares 
and showing scpamtcly 
sliarcs fully paid-up and 
partly paid-’up) 

(n'O Debentures or Bonds 

(ill) Otlior investments (to be 
classified under proper 
heads) 

(v) Gold 


AnvAuccs 


(other than bad and doubtful 
debts for which provision has 
been made to the satisfaction 
of the auditors) ... 


Loans, Cash CrfdIts, overdrafts 

ETC. 


(i) in India 
(ii) outside India ... 


BILES DISCOUNTED AND PURCHAS^ 

fc'-cluding Treasury Bills of tte 
'' Central & State Governments): 


(i) Payable in India , 
(it) Payable outside India 


l?s. nP. 


Ks. nP. 
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PROPERTY & ASSETS Rs. nP- 

Particulars of ADVA^'CES 

(0 Debts considered good in 
respect oi wbicb the bank- 
ing company is fully 
secured 

(li) Debts considered good for 
which the banking com- 
pany holds no other secu- 
rity .than the debtors' per- 
sonal security ... 

(iii) Debts considered good, 
secured by the personal 
liabilities of one or more 
parties in addition to the 
personal security of the 
debtors 

tm) Debts considered doubtful 

or bad not provided for ... ... 

(v) Debts due by Directors or 
Officers of Hie banking 
company or any of_ ttcm 
either severally or jointly 
with any other person ...' 

(ui) Debts due by companies or 
firms in which the Direc- 
tors of the banking com- 
ply are interested as 
Directors, partners^ or 
managing agents or. in ^e 
case of private companies, 
as members ... 

(nil) Ma-vimam total amount of 
advances, including tempo- 
rary advances made at any 
tunc during the year to 
Directors or managers or 
officers of the banking com- 
pany or any of them either 
sevcmUy or jointly with 
any other person 

(uiii) Atuumum total amount of 
adv.mces inctnding tempo- 
rary advances granted 
during the year to the 
companies or firms in 
which the Directors of the 
banking company aie intcr- 
eHcd as Difcttors, part- 
ners or managing agents 
or, in tlw ca'-e of pnaatc 
cotTspaaies, as mtrobers ... 

(i-r) !>:« from Ranking com- 
panies ... ... 


Es 
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' property & ASSETS 

Bills receivable being bills for 
collection as per contra: 

(i) Payable in India 
(ix) Payable outside India 

Constituents' liabilities 

tances, endorsements and otner 
obligations per contra. 

Premises tess depreciation. 

Pumiture and faxtures tees depre- 
ciation. 

Other assets, including silver tto 
be specified). . , 

Non-banking assets acquired in 
satisfaction of claims (stating 
mode of valuation). 

Profit And Loss --- ••• 

Total 


Rs. nP. 


Rs. nP. 


Total 


Rs. nP. 


form of profit and loss account 

opt and Loss account for the year ended 

expenditure 

^nnntits. borrowings 

terest paid on deposits,^ 
etc. *'* Provi- 

ilaries .’“^'/cho^ing separately 

dent Fund to manag- 

or 

r 

and stamps. 

’ostage, 

Auditors repairs to the 

mking Advertisement, 


December 

Rs. nP. 


’i’ of or dealing with 


ce^ of pr"fi<= 
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IlvXOME* 

Rs, nP. 

‘ Rs. nP, 

(Less provisions made during the year 
for bad and doubtful debts and other 
usual and necessary provisions] 



Interest & Discount 

... 

... 

Commission, Exchange and Brokerage 


1 

Rents 

... 

... 

Net profit on sale of investments, gold 
and silver, land, premises and other 
assets (not credited to Reserves or 
any particular Fund or Account). 



Net profit on re-valuation of invest- 
ments, gold and silver, land, pre- 
mises and other assets (not credited 
to Reserves or any particular Fund 
or Account) 



Income from non-banking assets, and 
profit from sale of or dealing with 
such assets ... ..r 

f f 


Other receipts 

... 

• •• 

Loss (if any) 

... 

*« ■ 

Total 


Total 

• ‘Net loss on sale or revaluation of investments, gold and silver, land, 
premises and other assets, if any, may be deducted from income.' .. 
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